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To contribute to the economic well-being 
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— conducting monetary policy ina 
way that fosters confidence in the 


value of money 


— promoting the safety and soundness 


of Canada’s financial system 


— supplying quality bank notes that are 
readily accepted without concerns about 


counterfeiting 


To provide efficient and effective central banking 


and debt-management services 


To communicate our objectives openly and 


effectively and to be accountable for our actions 
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Mere 569A. hk OU 
THE GOVERNOR 


In the year just ended, the global economy faced a 


number of exceptional challenges, reflecting a wide 


range of economic, financial, and geopolitical risks 


and uncertainties. These included the fallout from 


the September 2001 terrorist attacks, corporate 


accounting scandals, stock market volatility, and 


developments in the Middle East. Despite this global 


backdrop, the Canadian economy outperformed 


virtually all other industrial economies, growing 


by about 3 1/4 per cent and creating 560,000 jobs, 


while inflation expectations remained well 


anchored to the Bank of Canada’s 2 per cent 


inflation-control target. 


MESSAGE FROM THE GOVERNOR 


One reason why our economy performed as 
well as it did in 2002 is the macroeconomic 
policy framework that we have in place in 
Canada—a framework focused on maintain- 
ing low, stable, and predictable inflation and 
sound public finances. Indeed, the events of 
the past year have underlined the importance 
of establishing and maintaining sound policy 
and decision-making frameworks to deal not 
only with today’s challenges, but also with 
those of the future. 


For the Bank, dealing effectively with the 
risks and uncertainties of 2002 was crucial 
to meeting our responsibilities, not just for 
monetary policy, but also for financial system 
stability, funds management, and currency. 
In 2002, business-continuity planning and 
risk management were a key focus of our 
internal management. 


While the subsequent sections of our Annual 
Report provide more detail, | would like to 
highlight here some of the activities and deci- 
sions taken by the Bank in 2002 to help us 
meet our commitment to Canadians. 


Meeting the Policy 
Challenges of 2002 


Fostering Confidence 
in the Value of Money 


The best contribution the Bank can make to 
good economic performance is to preserve 
confidence in the future value of money. This 
means that Canadians should not have to 
worry about the effects of inflation when they 
make everyday decisions as consumers, busi- 
ness people, savers, and investors. It means 
that they should be able to go about their 
affairs confidently, knowing that they can 
count on the Bank of Canada to do whatever 
is necessary to keep inflation low, stable, and 


predictable. To deliver this confidence, the 
Bank targets the 2 per cent midpoint of its 
1 to 3 per cent range for inflation control. 


But since monetary policy actions take from 
18 to 24 months to register their full effect 
on inflation, it is essential for the Bank to 
take a medium-term approach, looking well 
beyond current events. Good policy-making 
should, of course, always be forward-looking. 
When we say that monetary policy is forward- 
looking, we mean that our actions are based 
on our best judgment about future inflation 
pressures—not just today’s. 


The Canadian economy has also been bene- 
fiting from the improved fiscal framework 
put in place over the past several years to 
reduce Canada’s burden of deficits and pub- 
lic debt. And it has profited from freer trade 
and various structural reforms carried out in 
both the public and private sectors to enhance 
the growth of productivity and our ability to 
compete in world markets. 


As 2002 progressed, it became clear that the 
Canadian economy was growing strongly and 
moving close to its full production capacity. 
With its medium-term inflation-control objec- 
tive in mind, the Bank began reducing the 
substantial monetary stimulus that had been 
provided over the previous year by raising 
the target overnight interest rate on each of 
its April, June, and July policy announcement 
dates. But in the second half of the year, global 
uncertainties intensified, with financial confi- 
dence undermined by high-profile corporate 
governance and accounting failures in the 
United States. In addition, geopolitical risks 
were rising, particularly in relation to the 
Middle East. As a result, economic growth was 
expected to slow, and the Bank responded by 
holding the overnight rate steady for the rest 
of the year and into early 2003. 
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Towards year-end, however, rates of infla- 
tion began to come in higher than expected. 
Although the Bank had anticipated a spike 
upwards in consumer price inflation in the 
fourth quarter in response to several one-off 
price movements, these became more per- 
sistent. In addition, consistent with various 
other indicators that the economy was oper- 
ating closer to capacity at year-end than had 
been expected, there was evidence of some 
broadening of price pressures. With the 
stance of monetary policy very stimulative, 
the Bank has signalled the need for a reduc- 
tion of stimulus in order to return inflation to 
the 2 per cent target over the medium term. 


The Bank’s commitment to openness and 
public accountability is also integral to achie- 
ving its key policy objectives. The better and 
more widely monetary policy is understood, 
the better it can work. During the year, the 
Bank stepped up its efforts to explain its 
conduct of monetary policy and to provide 
perspective on related issues. 


Promoting the Safety, Soundness, and 
Efficiency of Canada’s Financial System 


Sustaining a healthy pace of economic activity 
also depends critically on maintaining confi- 
dence and trust in financial institutions, mar- 
kets, and clearing and settlement systems. In 
2002, the Bank worked with its partners in 
the financial system on a number of fronts to 
contribute to the safe and efficient operation 
of these key components of the system. 


Canada has made significant progress over 
the past few years in reducing the potential 
for unexpected events to threaten the opera- 
tion of the Canadian financial system. This 
past year was no exception. A new clearing 
and settlement arrangement began operation 
in Canada and six other countries to reduce 
or eliminate the very significant risks 


associated with the settlement of foreign 
exchange trades. This system, together with 
the existing well-risk-proofed systems for 
transferring large-value payments and for 
settling almost all securities trades in Canada, 
has made the financial system much safer 
than it was five years ago. These systems 
provide a solid foundation on which we can 
continue to promote financial stability. 


Another initiative aimed at strengthening the 
safety of the Canadian financial system is a 
heightened focus on business-continuity plan- 
ning for operations that are crucial to the 
system as a whole, as well as to the economy. 
As part of this effort, we enhanced our own 
contingency arrangements in support of the 
essential services that we provide to payment 
and other clearing and settlement systems. 


Internationally, we contributed actively to a 
number of groups working on international 
stability issues, including the G-20 and the 
Financial Stability Forum, with a strong 
emphasis on improving the framework for 
preventing and resolving financial crises. 


In addition to increasing our research on 
financial system issues, the Bank moved to 
increase public knowledge and discussion of 
the subject by launching a new publication, 
the Financial System Review. Published 
semi-annually, it will highlight developments 
and changes in the Canadian financial sys- 
tem. More broadly, the Bank participated in 
discussions aimed at maintaining trust and 
confidence in the Canadian financial system 
and supported initiatives to enhance the effi- 
ciency of Canadian capital markets. 


Supplying Secure Bank Notes 


Throughout the year, the Bank faced continu- 
ing challenges in its efforts to keep ahead of 
the use of advanced technology to counterfeit 
Canadian bank notes. 


MESSAGE FROM THE GOVERNOR 


The Bank acted on several fronts in 2002 to 
protect Canada’s currency from counterfeiting. 
Because counterfeiting is an international 
issue, we continued to work with other cen- 
tral banks, note-issuing authorities, and equip- 
ment manufacturers and suppliers on a wide 
range of issues, including the design, produc- 
tion, and distribution of bank notes, as well 
as bank note technology and security issues. 


In addition to working closely with the Royal 
Canadian Mounted Police on counterfeiting 
issues, we increased contacts with provincial 
and municipal law-enforcement agencies to 
support enforcement and education activi- 
ties. More broadly, the Bank stepped up its 
public education program on the security 
features of bank notes, emphasizing both 
national and regional partnerships with 
interested groups. 


Finally, we developed improved security fea- 
tures to be incorporated in the high-denomi- 
nation notes of the Canadian Journey series. 
The launch of the first higher-denomination 
note is planned for the first half of 2004, 
with the remaining two to follow over the 
subsequent 12 months. 


Managing the Bank 


Effective internal management of the Bank is 
vital to our ability to deliver on our commit- 
ment to Canadians, and is all the more so 
during highly uncertain times. A priority in 
the post-11-September environment has 
been the ongoing strengthening of our opera- 
tions through greater security and business- 
continuity planning in all critical areas. 


After an extensive review of the Bank’s 
strategic direction and priorities, the Board 

of Directors adopted a new medium-term plan 
in 2002. Covering the years 2003 to 2005, the 
plan sets out key initiatives that will sharpen 
the Bank’s focus on its core functions and 
foster excellence in all its work. 


We will continue to build on our culture of 
learning and knowledge-sharing across all 
functions. We will enhance our efforts to 
attract and retain talented staff. Our already 
strong emphasis on innovative research and 
sound analysis will be increased, as will our 
efforts to work through partnerships that 
extend our capabilities and share knowledge. 
And we will continue to strive for clear, open 
communication inside and outside the Bank. 
I want to highlight here one of our important 
new corporate initiatives that has a more 
public face. This is the Bank of Canada Fellow- 
ship Program, which we launched in 2002 

to advance leading-edge research and build 
new partnerships beyond the Bank. 


In 2002, the Bank’s employees were again 
called on to rise to a number of challenges— 
some planned and some emerging from the 
turbulent environment around us. I want to 
thank all of our employees for their consider- 
able efforts during the year. I also want to 
extend my appreciation to the Board of 
Directors for their support. As a result of all 
these efforts, the Bank of Canada was able 
to deliver on its commitment to Canadians 
in 2002, while enhancing its capacity to 
meet future challenges. 


David A. Dodge 
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The Bank of Canada’s responsibilities focus on the 
goals of low and stable inflation, a safe and secure 
currency, financial system stability, and the efficient 
management of government funds and public debt. 
These responsibilities are carried out as part of 


the broad functions described below. 


Monetary Policy 


Contributes to solid economic performance and rising living standards 
for Canadians by keeping inflation low, stable, and predictable 


Currency 


Designs Canada’s bank notes (including anti-counterfeiting features), 
issues and distributes new bank notes, and replaces worn notes 


Central Banking Services 


Promotes financial system stability and provides efficient funds- 
management services to the federal government 


Retail Debt Services 


Ensures that all holders of Canada Savings Bonds and Canada 
Premium Bonds have their information registered and their accounts 
serviced through efficient operations and systems support 


Corporate Administration 


Provides expertise in a range of services, such as human resources, 
technology, finance, communications, and administration 
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LOOKING AHEAD 


The Medium-Term Plan 


In 2002, the Bank established an ambitious 
new medium-term plan that describes its 
objectives for the next three years. Three 
major themes emerge and apply Bankwide: 
leading-edge research, partnerships with 
outside organizations and individuals, and 
clear communication among our ourselves 
and with Canadians. 


To implement the plan, three Bankwide pri- 
orities were identified: to develop methods 
to enhance the effective sharing of knowledge 
throughout the organization; to attract, 





engage, and retain quality staff; and to pro- 
vide certainty and soundness in our work 
environment through effective risk manage- 
ment and comprehensive measures for busi- 
ness continuity. 


BANK OF CANADA ANNUAL REPORT 2002 


The Way Forward 


Implementation of the plan will affect all 
of the Bank’s functional areas as well as its 
regional offices. 


Monetary Policy 


The Bank will broaden its research and 
analysis on structural and sectoral issues 
affecting the economy. It will also strengthen 
its regional presence to enhance its contacts 
with provincial governments, industry, edu- 
cational institutions, and the public. By aug- 
menting our research capability in the regions 
we hope to improve our understanding of 
regional and sectoral economic trends. 


Currency 


A new bank note strategy will focus on 
increasing the security of bank notes, edu- 
cating Canadians to recognize counterfeits, 
and raising the awareness of police officers 
and prosecutors with regard to the economic 
and social costs of counterfeiting. 


Central Banking Services 


Here, the Bank will conduct research and 
develop policy approaches regarding pay- 
ment, clearing, and settlement systems, 
financial markets, and its role as lender 


of last resort. 


As fiscal agent for the Government of Canada, 
the Bank will be increasing its research and 
analytic capacity in the area of managing 
the government’s foreign exchange reserves, 
treasury, and domestic debt. It will also be 
introducing new policy frameworks, perform- 
ance benchmarks, and information and 
transactions-processing systems to enhance 
operational excellence and improve risk 
management. 


Retail Debt Services 


The Bank will oversee operations that have 
been outsourced, strive for further efficiencies, 
and provide solid policy advice to the Depart- 
ment of Finance and its agency, Canada 
Investment and Savings, regarding the retail 
debt program. 


Corporate Administration 


This function will continue to restructure its 
operations to enhance its focus on the spe- 
cialized work of human resources, technology, 
finance, and communications to reduce costs 
and provide staff throughout the Bank with 
what they need to accomplish their goals. 





he Bank continued to use the World 
- dL Wide Web in 2002 as a key means of 
communicating its monetary policy mes- 
sages to the public. Use of the Bank's Web 
site increased throughout the year, reaching 
an average of 125,000 visits (360,000 page 
hits) per week. 


In January, the Bank began a regular schedule 
of live audio “Webcasts” of the Governor's 

_ speeches, press conferences, and other public 
FY o) ol-F-1¢-1ae <M Mat al Wil ole) lam ey-laa(@el lan 
popular with the media and the markets, 
making “real-time” access to such events 
nate) «-Merelan (al (ale 


Nearly 3,400 subscribers have signed on 
to “Bank Messenger,” a service launched 
in January that allows the public to receive 
immediate e-mail notification of new 
speeches, research papers, press releases, 
FY ae Moya alla 10) >) (er-ta(elat Me) a@-A/-10108 


Another new feature, Research at the Bank 
of Canada (which will be updated annually), 
describes key aspects of the Bank’s research 
program, including its broad themes for 2002 
_and brief summaries of work being conduc- 


iv Toll [a0] 9) ole] aurea —-elg) of the Bank’s functions. 


The Web site also helps Bank watchers to 
anticipate the general direction of monetary 
policy by offering a growing array of data 
on various key indicators. A significant step 
in this respect was the addition in October 
of anew data set, Indicators of Capacity and 
Inflation Pressures for Canada. This includes 
both standard indicators—such as the CPI, 
wages and costs, and labour market infor- 
mation—and data from business surveys 
conducted by our regional offices. 


In December, the Bank’s Currency Museum 
EW lavelat-xefr-MaY-\Wat] <M dat-1 are) ac-) ce) aml (al= 
visitors a virtual tour of the Museum's col- 
lection as well as a detailed history of the 
evolution of money. 


Financial Requirements 


To achieve the goals outlined in the medium- 
term plan, there will be an increase in operat- 
ing expenses over the next three years, which 
will be partly offset by savings from further 
planned changes to the delivery of corporate 
services. The net increase in expenditures 
will support the Bank’s expanded research 
program, a new bank note strategy, its 
enhanced role in funds management, and 
Bankwide initiatives in talent and knowledge 
management and technology. 
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Board of Directors 


The Bank’s Board is responsible for the gover- 
nance of the Bank and has specific duties 
related to finance, human resources, and 
administration. The Governor is responsible 
for monetary policy and the other business 
of the Bank. 


The Board is composed of 12 Directors from 
outside the Bank, plus the Governor and the 
Senior Deputy Governor. The Deputy Minister 
of Finance sits on the Board as a non-voting 
member. The outside Directors come from 
across Canada and provide an important link 
to the various regions of the country. Directors 
are appointed for three-year terms by the 
Minister of Finance and may be reappointed 
at the end of their terms. If an appointment 
decision is delayed, Directors continue to ful- 
fill their responsibilities as Board members 
until a new Director is named. 





Board Stewardship in 2002 


During 2002, the Board took an active role 
in developing the Bank’s new medium-term 
plan. This included exploring the overall 
direction of the plan, its priorities, and the 
resources required to meet the plan’s objec- 
tives. The Board continued to take a particular 
interest in the restructuring of the Corporate 
Services Department as a follow-up to the 
outsourcing of the operations and systems 
supporting retail debt services in 2001. 


Given the increased incidence of counterfeiting, 
members of the Board formed an Advisory 
Group on Currency in 2002 to work closely 
with management and the Bank’s currency 
experts on the new bank note strategy incor- 
porated in the Bank’s medium-term plan. 

A review of the Advisory Group’s mandate 

is planned for the end of 2003. 


The Board’s oversight includes an interest 
in the Bank’s risk-management framework, 
as well as in measures developed to ensure 
the security and continuity of the Bank’s 
critical business operations following any 
unexpected events. Efforts in both these 
areas were enhanced in 2002 in light of 
uncertainties in the external environment. 


The Board has also been closely following 
the Bank’s new approach to developing the 
talent required to meet its business objectives 
and future leadership needs, especially in the 


David Dodge Malcolm Knight Paul J. Massicotte 





Governor Senior Deputy Governor Montréal, Quebec 
Appointed in June 1995 
Lead Director 


Westmount, Quebec 
Appointed in March 1996 


Sudbury, Ontario 
Appointed in March 1996 


Toronto, Ontario 
Appointed in March 2000 


Raymond Garneau James S. Hinds 
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J. Spencer Lanthier 











Winston Baker ' 
St. John’s, Newfoundland 
Appointed in March 1996 


Kit Chan 
Calgary, Alberta 
Appointed in April 1999 


Walter Dubowec * 
Winnipeg, Manitoba 
Appointed i in March 1996 — 





Daniel FE. Gallivan 
Halifax, Nova Scotia 
Appointed in July 2000 


Barbara Hislop He | . 
Vancouver, British Columbia 
Ae in March 1998 





Alaca Landry 
Moncton, New Brunswick — 
Appointed in March 1996 





Barbara Stevenson 
Charlottetown, Prince Edward Island 
Appointed in October 1994 








Kevin Lynch 
Deputy Minister of Finance 
Member Ex officio 


oo 


1 On 10 December, Paul Dicks of Corner Brook, Newfoundland 
was appointed by Order-in-Council to replace Mr. Baker. 

2 On 10 December, Armin Martens of Winnipeg, Manitoba was 
appointed by Order-in-Council to replace Mr. Dubowec. 


One position was vacant on 31 December 2002. 
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David Dodge 


Governor 


THE BOARD OF DIRECTORS 


Malcolm Knight 


Senior Deputy Governor 





Raymond Garneau 


Member, Audit Committee 


¢ Chairman of the Board of Industrial Alliance, 
Insurance and Financial Services and its sub- 
sidiaries, National Life of Canada and Industrial 
Alliance Pacific Insurance and Financial Services 

¢ Member of the boards of directors of several 
corporations, including MAAX Inc. and Canadian 
Life and Health Insurance Ombudservice 





Paul J. Massicotte 
| 


Lead Director, Chair, Corporate Governan 
Committee, and member, Executive | 
Committee and Advisory Group on Curren 


Chartered Accountant 


¢ President and Chief Executive Officer, 
Alexis Nihon REIT 


¢ Member, Board of Directors of the Council 
for Canadian Unity 


¢ Member, Board of Directors of 
St. Anne’s Hospital Foundation 


James S. Hinds 


Member, Audit Committee, Human Reso 
and Compensation Committee, Premises 
Committee, and Pension Trust Funds 


Lawyer 


¢ Partner, Hinds and Sinclair 


J. Spencer Lanthier 


Chair, Audit Committee and Advisory Grow 
on Currency, and member, Executive Comr 
and Corporate Governance Committee 


Chartered Accountant + 
i 

¢ Vice-Chair and Board Member, TSX Group Inc. 

¢ Member, Board of Directors, Gerdau AmeriStee! 

¢ Member, Board of Directors, Ellis-Don Inc. 

¢ Member, Board of Directors, Bruce Power Inc. 


¢ Member, Board of Directors, Intertape i 
Polymer Group Inc. 


¢ Member, Board of Directors, The Canada Life As 
Company and Canada Life Financial Corporatio s 


¢ Member, Board of Directors, TorStar Corporatior 
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-ector, CSM Holdings Company Ltd. 

‘ector, Island Home & Mortgage Services Ltd. 
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ipensation Committee and Premises Committee 


rmer Office Managing Partner, Deloitte & Touche LLP 


man and President, The Joe Brain Foundation Inc. 
its subsidiary, J.M.B. Canadian Explorations Ltd. 


Kit Chan 


Chair, Premises Committee, and member, 
Human Resources and Compensation 


Committee and Advisory Group on Currency 


¢ Principal, KBC Enterprises Ltd. 


¢ Co-Chair, 2003 United Way Campaign for United 


Way of Calgary and Area 


¢ Director and Corporate Secretary of ACT 
Cinemage Group Ltd. 


¢ Partner, Canada Education Inc. 
¢ Partner, Good Earth Art 


¢ Member, The Associates, 
Asper School of Business 


¢ Member and Advisor, Saint John’s Haven Inc. 


¢ Member of the Canadian Club of Winnipeg 


¢ Lay member of the Financial Council of the 
Ukrainian Catholic Archeparchy of Winnipeg 


Aldéa Landry 


Chair, Planning and Budget Committee and 
Nominating Committee (Fellowship Program), 


and member, Executive Committee and 
Corporate Governance Committee 


Lawyer 


¢ President, Landal Inc. 
¢ President, J.R.L. Arbitration Services Inc. 
¢ Director, The Shaw Group of Halifax 


¢ Chair, TVA National Advisory Group 
(National Television Network) 


¢ Vice-Chair, Atlantic Venture Network Group 


Kevin Lynch 
Deputy Minister of Finance 
(Ex officio) 


¢ Member, Executive Committee 


Daniel FE. Gallivan 


Member, Audit Committee, Premises 
Committee, and Advisory Group on Currency 


Lawyer 


e Partner, Cox Hanson O'Reilly Matheson 


¢ Director, Ombudsman for Banking Services 
and Investments 


¢ Director, ASCO Canada Ltd. and ASCO (K&D) Ltd. 
¢ Secretary, NovaScotian Crystal Limited 
¢ Director, Nova Scotia Sports Hall of Fame 


¢ Director, Beauséjour Medical Research Institute 
¢ Member, Atlantic Provinces Economic Council 
¢ Member of the Board, YMCA 
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area of succession planning. Other initiatives 
of interest to the Board included the enhance- 
ment of research and analytical capabilities 
over the medium term and a review of the 
Bank’s pension plan. 


The Board’s broad oversight responsibility 
includes monitoring the effectiveness of the 
process by which monetary policy is conduc- 
ted, including the standards applied in gath- 
ering information, the quality of the staff, and 
the analysis they provide. To gain an inde- 
pendent, expert perspective on the Bank’s 
work, the Board met in private sessions with 
representatives of the International Monetary 
Fund and with Special Adviser, John Chant, 
an academic who worked with the Bank’s 
management team for a one-year period 
ending in July 2002. 


Board Governance Practices 


The Board continually monitors best gover- 
nance practices appropriate to the Bank. After 
reviewing the Saucier report, Beyond Compli- 
ance: Building a Governance Culture, the 
Board made minor changes to the responsi- 
bilities of the Lead Director. Following this 
review, the Board was reassured that its cur- 
rent governance practices were in line with 
the best practices reflected in the report. 


The Board has six standing committees and 
one advisory group to deal with the issues 
brought to it for consultation or decision: 

e Executive Committee 

¢ Corporate Governance Committee 


¢ Human Resources and Compensation 
Committee 


¢ Audit Committee 
e Planning and Budget Committee 
¢ Premises Committee 


e Advisory Group on Currency 


The Lead Director and the Chair of the 
Human Resources and Compensation 
Committee meet annually with the Governor 
and Senior Deputy Governor to review their 
performance and to discuss objectives for 
the coming year. The Corporate Governance 
Committee and the Board as a whole also 
contribute to the annual performance evalu- 
ations of the Deputy Governors, the General 
Counsel/Corporate Secretary, and the Chief 
Administrative Officer. 


To ensure that the Board can operate inde- 
pendently of management, the Lead Director 
chairs private sessions of outside Directors 
at the conclusion of each Board meeting. In 
2002, the Board continued the annual prac- 
tice of evaluating its stewardship to ensure 
that best practices of corporate governance 
have been followed. 


Directors are paid according to a fee struc- 
ture recommended by the government and 
approved by Order-in-Council. For 2002, 
the total remuneration to outside Directors 
was $260,400. 


Governing Council 


The Governor, the Senior Deputy Governor, 
and four Deputy Governors sit on the Gover- 
ning Council, which takes responsibility for 
monetary policy and decisions concerning 
financial systems. The Council operates on 
a consensus basis when reaching policy 
decisions on the setting of the target for the 
overnight interest rate. These decisions are 
normally announced on eight scheduled 
dates each year. 


GOVERNING COUNCIL (From left to right): 





PIERRE DUGUAY SHERYL KENNEDY CHARLES FREEDM 
Deputy Governor Deputy Governor Deputy Gove 
Domestic economic Financial markets Financial institutio 
issues/Bank notes Clearing 
settlement syst: 

PAUL JENKINS MALCOLM KNIGHT DAVID DOI 

Deputy Governor Senior Deputy Governor Govel 
International economic —_ Chief Operating Officer Chairman of 


and financial issues/ 
Public communications 


Board of Direc 


SSP MSHA 


& 








Executive Management Committee (left to right): Standing: Mark Jewett, Malcolm Knight, Sheryl Kennedy, Dan MacDonald, David Dodge, 


Paul Jenkins. Seated: Charles Freedman, Janet Cosier, Pierre Duguay, Gerry Gaetz 
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Executive Management 
Committee 


The Executive Management Committee 
ensures that matters related to strategic 
direction and management receive close 
attention at the executive level. This 
Committee also supports a delegated and 
coordinated approach to decision-making. 
The Executive Management Committee 
includes the members of the Governing 
Council, the General Counsel/Corporate 
Secretary, the Chief Administrative Officer, 
the Adviser on Strategic Planning and Risk 
Management, and the Chief of the Corporate 
Services Department. 


The Bank’s operations are organized into ten 
departments. Department chiefs are respon- 
sible for the operations in their own areas and 


for ensuring that the policies and priorities of 
the Bank are implemented. Each department 
chief has an agreement with a member of 
the Executive Management Committee that 
outlines the department’s overall objectives 
and financial authority for the coming year. 


Management Forum 


Consisting of the Executive Management Com- 
mittee, advisers, department chiefs, and the 
directors of human resources and finance, 
the Management Forum meets regularly to 
exchange information on management issues 
and to review corporate policy proposals. 











GIONAL OFFICES 


Regional Representatives 
The Bank's regional offices strengthen its ties with industry, government, educa- 
tional institutions, and other organizations and associations across the country. 
They make an important contribution to the Bank’s understanding of financial 
markets and regional economic developments and to promoting awareness 
of bank note security features. Representatives in the Toronto and Montréal 
offices consult regularly with financial market participants across the coun- 
try. In 2002, the Bank established a post in New York to enhance communica- 


tion with the financial community there. 
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MONETARY 
POLICY 


“The economy's strong performance owes much to 
the sound policy framework and its skillful imple- 
mentation. Inflation targets have helped to anchor 


expectations and permitted a forceful injection of 


> 


monetary stimulus in the face of last year’s shocks.’ 


2003 Article IV Consultation, Statement of the IMF Mission (15 November 2002) 


By keeping inflation low, stable, and predictable, the Bank of Canada’s 
monetary policy contributes to solid economic performance and rising 
living standards for Canadians. 


The keystone of our framework for monetary policy is an inflation- 
control target range for the consumer price index (CPI) centred on 
a 2 per cent target midpoint. This target has resulted not only in 
stable and more predictable inflation, but in a stronger and more 
stable economic environment in general. 


Monetary policy is implemented by changing the target for the 
overnight interest rate. This target rate influences other interest 
rates and other rates of return, as well as the exchange rate for the 
Canadian dollar. Over time, these rates affect total spending, which 
in turn, eventually has an impact on inflation. Thus, the influence 
of the Bank’s action on inflation typically builds up slowly over a 
period of 18 months to 2 years. 
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Inflation-Control Targets 
and Economic Stability 


A major source of pressure on inflation 
is the degree of overutilization or under- 
utilization of the country’s production 
capacity. Monetary policy aimed at 
stabilizing inflation will therefore tend 
to stabilize capacity pressures as well. 
Since capacity evolves only slowly 
through time, this means that output 
growth will also tend to be steadier. 
This is, indeed, what has been observed 
in Canada since the adoption of infla- 
tion-control targets in 1991. Output 
growth has been much more stable 
than it was in the 1980s, and capacity 
pressures have been steadier as well. 


Consumer Price Index 
Year-over-year percentage change 
POPES SSE SSE SESS SSS SEES EBSD ESS SEED Si BEES ERS ER SERESEUES 


Target range Total CPI 





Target midpoint 







Core CPI* 





1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 


* CPI excluding the eight most volatile components 
and the effect of changes in indirect taxes on the 
remaining components 


Meeting the Inflation Target 


The Bank’s core measure of inflation, which 
is used as an operating guide, began the 
year just below the 2 per cent target and then 
hovered around 2.2 per cent from February 
to July. It subsequently rose, reaching a peak 
of 3.1 per cent in November, largely because 
of a number of one-time factors related to 
electricity prices, automobile insurance pre- 
miums, and a rebound from temporarily low 
prices for certain goods a year earlier. Total 
CPI inflation increased more rapidly, to rates 
above the target range in the last three months 
of the year, because of rising petroleum prices 
and tobacco tax hikes coming on top of the 
increase in core inflation. 


The increases in both measures of inflation 
in late 2002 were, however, larger than the 
Bank had been anticipating. This reflected 
both more persistence in insurance premium 
increases and some broadening of price pres- 
sures. By January 2003, the Bank concluded 
that the higher-than-expected rates of inflation, 
together with various measures of capacity 
pressures, were indicating that the Canadian 
economy was likely operating closer to capa- 
city than previously assessed. 


However, expectations of inflation over the 
medium term and for longer time horizons, 
whether based on average private sector 
forecasts or on the spread between the yields 
on conventional and inflation-indexed bonds, 
remained near 2 per cent. 


Early in 2002, concerns persisted as to how 
rapidly the Canadian and U.S. economies 
would recover from the 2001 slowdown and 
the decline in consumer and business confi- 
dence following the September 2001 terrorist 
attacks. As a result, the Bank lowered its tar- 
get for the overnight interest rate by 25 basis 
points to 2 per cent on its January fixed 
announcement date. Over the next three 
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months, it became apparent not only that 
there had been no increase in economic slack 
in the Canadian economy in the fourth quarter 
of 2001, but that both the Canadian and U.S. 
economies had grown strongly in the first 
quarter of 2002. On its April fixed announce- 
ment date, the Bank therefore began to grad- 
ually reduce the large amount of economic 
stimulus in the system. A 25-basis-point 
increase in the target overnight rate on that 





Volatile Energy Prices 
and the CPI 


Energy prices have been the major 
source of volatility in the total CPI in 
recent years. From late 1997 to early 
1999, declining energy prices kept CPI 
inflation at or below the bottom of its 
target range of 1 to 3 per cent for much 
of that period. Then, from mid-1999 to 
mid-2001, a significant rise in energy 
prices pushed total CPI inflation well 
above core inflation for two years. 

The most recent cycle in energy prices 
drove total CPI inflation below target 
in late 2001 and above target in late 
2002. Because of the lags between pol- 
icy actions and their effects on infla- 
tion, such largely unpredictable and 
typically short-lived movements in 
energy prices cannot be offset by mon- 
etary policy. These movements illus- 
trate why the Bank focuses on a core 
inflation measure—which excludes 
volatile price components—as its 
operating guide. 


date was followed by two similar moves 

in June and July, taking the target rate to 
2.75 per cent, as Canadian economic growth 
remained strong in the second quarter. 


In subsequent months, uncertainty regarding 
the pace of recovery in the U.S. and global 
economies increased. Uncertainty also rose 
in financial markets, connected partly with 
U.S. scandals in corporate governance and 
accounting. As well, there were growing geo- 
political risks related to the situation in the 
Middle East. Largely as a result of these fac- 
tors, the rate of economic expansion slowed in 
the second half of 2002 to close to the Bank’s 
estimate of potential growth of 3 per cent, and 
the Bank held its target rate constant through 
the last five months of the year and into early 
2003. As we go forward, with an appropriate 
reduction in the amount of monetary stimu- 
lus, the level of output is expected to remain 
close to capacity during 2003 and into 2004, 
and core inflation is projected to return to 
the 2 per cent target over this time horizon. 


Assessing International 
Developments 


As in 2001, most of the shocks affecting the 
Canadian economy in 2002 had their origins 
abroad, particularly in the United States. The 
exchange of information within the interna- 
tional groups in which Bank officials participate 
continued to be invaluable. These include 
meetings of G-10 central bank governors, other 
regular meetings held at the Bank for Interna- 
tional Settlements, working parties and com- 
mittees of the Organisation for Economic 
Co-operation and Development, and meetings 
of the International Monetary and Financial 
Committee of the International Monetary Fund, 
the G-20, the G-10, and the G-7. Canada 
chaired the meetings of G-7 finance ministers 
and central bank governors in 2002, hosting 
a meeting in the National Capital Region in 
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November 2002 Research Conference Speakers: (top) Michael Devereux, University of British Columbia; (bottom, left to right) 
Martin Eichenbaum, Northwestern University; Beverly Lapham, Queen’s University; Sharon Kozicki, Federal Reserve Bank of Kansas City 
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February. The Bank also initiated the use of 
video teleconferencing for selected interna- 
tional meetings, including discussions among 
G-7 central bank deputies. 


Bank staff continue to provide insights and 
advice on the use of inflation targeting in the 
context of a flexible exchange rate regime 
through international meetings in which 
emerging-market countries participate, as 
well as through technical assistance offered 
at the Bank and abroad. 


Promoting an Understanding 
of Monetary Policy 


In 2002, the Bank continued to expand commu- 
nications regarding its conduct of monetary 
policy and the roles of the exchange rate and 
Canada’s floating exchange rate regime. It 
used speeches, presentations, and numerous 
Review articles to explain the Bank’s proce- 
dures and continuing research in these areas. 


The Bank places a high priority on an ongoing 
dialogue with industry, government, and aca- 
demia about economic and monetary policy 
issues. Regional staff are actively involved in 
this process. They also assist the Governing 
Council and the Directors with their commu- 
nications activities across Canada. 
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Fellowship Program 
Announced 


Launched in 2002, the Bank of Canada 
Fellowship Program will contribute 





importantly to the Bank's objective of 


we amen 


fostering leading-edge research through 


Communications Conference: Manfred Korber, European 
Central Bank, and David Hawley, International Monetary Fund 


partnerships with outside organizations 
and individuals. Fellowships will be 
offered to academics with a proven 
track record of excellence in a field of 
research critical to the Bank's mandate 





and who have the potential to continue 


to make an outstanding contribution | 
in their area of research. A Fellowship Bank Hosts Communi- 


consists of a salary stipend, as well as cations Conference 


funds for research assistants and related aoe : 
; The first international central bank com- 
expenses. The first fellowships will be 


: munications conference was hosted by 
awarded early in 2003. The Bank's new 


the Bank in October 2002. It brought 


Fellowship Program will bring Fellow- bee 
: sa together communications professionals 
ship recipients to the Bank for three 
; ; from major central banks around the 
days each year to discuss their research 
ee. ‘ globe. The conference addressed a num- 
findings with Bank researchers and ‘ 
ber of themes that in one way or another 
policy-makers. 
occupy all central banks in communi- 


(For further information, see cating monetary policy: strategic com- 
www.bankofcanada.ca/fellowship) munications, dealing with the media, 
communicating with the general public, 
public education, crisis communica- 
tions, current and future uses of central 


Carrying Out Research 
and Analysis 


bank Web sites, and performance meas- 
urement. The presentations and discus- 


Research and analysis are key to formula- sion confirmed the common challenges 
ting and implementing monetary policy. communicators face in an environment 
Bank researchers actively took part in some of increasing openness and transparency, 
90 academic and central bank seminars as well as different views on how to 
and conferences in 2002. During the year, approach these challenges. 


the Bank participated in a number of formal 
partnerships with foreign central banks, 
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With the adoption of its new medium-term 
plan, the Bank began to broaden its research 
on the structural and sectoral issues that affect 
the Canadian macroeconomy. These include 
issues related to aggregate productivity and 
labour markets. The plan also placed a high 
priority on research to assess the implications 
of the changing structure of credit markets in 
the transmission of monetary policy. 


02 ye ENN 
NAEN 
ia ~ WE 

ANAD 
or Cc: 
Ls wo. 


Ban 


ONE % 
MONETARY POLicy Reporr 


In the medium term, the Bank’s regional staff 
will be expanded to strengthen the research 
and analysis related to regional surveys, as 
well as to other regional and industrial topics. 
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NADL e aay Operating Expenses 


Operating expenses for monetary policy in 
2002 increased from 2001 levels, consistent 
with plans for this function. The Bank spent 
$51.1 million in 2002, approximately 21 per 
cent of its total operating expenses (before 
restructuring and related expenses) on for- 
mulating and implementing monetary policy, 
compared with $43.4 million in 2001. Part 
of the increase in expenses relates to planned 
increases in staff resources associated with 
increased research on structural and secto- 
ral issues, as well as enhanced communica- 
tions efforts. 


academic research institutes, and individual 
academics. There were also about 40 infor- 

mal relationships with academic researchers 
who made presentations at Bank-sponsored 
seminars, workshops, and conferences. 


The Bank’s annual research conference in 
2002 assessed the current state of knowledge 
on how price- and wage-setting decisions are 
affected by monetary policy and vice versa. 
As an inflation-targeter, the Bank continues 
to place a high priority on this area of research. 
In this context, the Bank has begun a survey of 
the price-setting behaviour of firms in Canada. 


Monetary Policy Activities as a 
Proportion of Total Bank Expenses 


A listing of the Bank’s economic research, 
published both internally and externally, 
appears in the annual booklet, Bank of 
Canada Publications Catalogue, introduced 
in 2002. During the year, the Bank published 
a record 42 working papers. 





32 


Launch of the new $5 note: Celebrated Canadian author, Roch Carrier, with excerpt 
from his well-loved tale, The Hockey Sweater. Inset: Hockey legend, Jean Béliveau and 
Kim St. Pierre, goalie of Canada’s gold medal women’s hockey team. 


CURRENCY 


Canadians depend on the Bank 
of Canada to supply bank notes 
in which they can have conft- 
dence and to make these notes 
available readily and economi- 
cally. An ongoing challenge 


facing the Bank is counterfeiting, 





which has increased in recent 
years with the use of new and 


more sophisticated technologies. 


The Bank has responded aggressively to this 
threat by investing in programs aimed at rai- 
sing public awareness of counterfeit-detection 
practices, deterring counterfeiting through 
initiatives with enforcement agencies, and 
enhancing the security features in bank notes. 
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The Incidence 
of Counterfeiting 


The number of counterfeit notes increased 
from 130,000 in 2001 to an estimated 
210,000 in 2002, driven by a substantial rise 
in the number of counterfeit $10 notes. 


At the same time, the value of counterfeit 
notes fell from $6.0 million in 2001 to an 
estimated $5 million in 2002. This decline 

is due to a drop in the number of counterfeit 
$100 notes detected in circulation, following 
the arrest, in July 2001, of those responsible 
for a major counterfeiting operation. 


Value of Counterfeit Bank Notes 
Found in Circulation 
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Number of Counterfeit Bank Notes 
Found in Circulation 
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Although the number of counterfeit notes found 
in circulation is very small relative to the 

1.4 billion genuine notes, the cost to Cana- 
dians from counterfeiting can be significant. 
It goes beyond the direct loss borne by those 
accepting counterfeit notes. Most important 
is the potential loss of trust in bank notes as 
a means of payment if individuals worry that 
the bank notes they are using are not genuine 
or will not be readily accepted. 
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Raising Public Awareness 


One of the best defences against counterfeiting 
is a well-informed public. Bank notes include 
many security features, but these are effective 
only if the public recognizes them and knows 
how to use them. 


In March 2002, the Bank issued its new 

$5 note, the second denomination in the 
Canadian Journey series launched in January 
2001. The introduction of the $5 note, titled 
Children at Play, provided an opportunity to 
further promote public awareness and under- 
standing of the security features on all exist- 
ing notes. A national media launch, held in 
Montréal, was supported by same-day techni- 
cal briefings for the media in various regions, 
followed by post-launch education seminars 
across the country. 


Over the course of the year, some 450 present- 
ations on counterfeit-detection techniques 
were made to cash handlers in the retail and 
financial services sectors, as well as to busi- 
ness and civic groups, educational institutions, 
and law-enforcement agencies. This repre- 
sents a 50 per cent increase over 2001. 


These presentations were complemented by 
other initiatives: media interviews; responses 
to public inquiries; and the distribution of 
posters, leaflets, training videos, information 
kits, DVDs, and CD-ROMs. The Bank also 
introduced an Internet-based training video 
as an alternative method of delivering infor- 
mation about bank note security. 


Partnerships were also formed with national 
and regional associations that have a particu- 
lar interest in counterfeit detection, such as 
the Retail Council of Canada and the Conseil 
québécois du commerce de détail. A coordina- 
ted public awareness and compliance campaign 
was successfully implemented in collaboration 
with the Calgary Police Service through their 





The Currency Museum 


The Currency Museum's travelling 
exhibit, The Colour of Your Money, 
introduced in 2001, opened in 
Montréal concurrently with the 
launch of the new $5 note, before 
moving to Kenora and Fort Frances. 
Since December 2002, part of the 
Museum's collection can be accessed 
on-line, through the Bank’s Web site. 
This is expected to significantly 
expand the Museum's reach beyond 
the 40,000 visitors to its Ottawa 
location each year. 


Downtown Business Liaison Program. Work 
is underway to expand such partnerships into 
a more integrated national program. 


Promoting Improved 
Deterrence and Compliance 


In 2002, the Bank began to work more closely 
with agencies that enforce Canada’s anti- 
counterfeiting laws. This involved presenta- 
tions to Crown prosecutors on the social and 
economic significance of counterfeiting and 
the provision of information to police officers 
to help them in effectively pressing charges. 


The Bank also increased its contacts with 
provincial and municipal law-enforcement 
agencies to monitor local counterfeiting, sup- 
port enforcement initiatives, and coordinate 
education activities. We continued to work 
closely with the Royal Canadian Mounted 
Police to monitor and analyze counterfeiting 
across the country. 
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Improving Security 


As the threat of counterfeiting continues to 
grow, the Bank is moving to a higher level 
of security for higher-denomination notes — 
the $20, $50, and $100. A reassessment of 





Checking out exhibits at the Bank’s Currency Museum 


possible security features for these notes 

was undertaken during 2002, drawing upon 
expertise from other central banks and 
developers of bank note security products. 
These efforts led to the selection of a suite of 
new and more sophisticated security features 
that will be easier for the public to recognize 
and that will make it more difficult to coun- 
terfeit genuine notes. 


The design of the high-denomination notes 
of the Canadian Journey series is now well 
underway, with the launch of one denomina- 
tion planned for the first half of 2004 and the 
remaining two over the subsequent 12 months. 


As an international threat, counterfeiting 
demands a coordinated international 
response. Accordingly, the Bank is actively 
involved in several initiatives with other 





central banks, note-issuing authorities, and 
equipment manufacturers and suppliers. These 
initiatives range from providing a forum for the 
exchange of views on all aspects of the design, 
production, and distribution of bank notes to 
active co-operation in developing, assessing, 
and implementing new bank note technology. 


One example of such involvement is the 
Central Bank Counterfeit Deterrence Group 
(CBCDG), established in 1993 by the gover- 
nors of the G-10 central banks and chaired 
by a senior officer of the Bank of Canada. 
The group's main task has been the develop- 
ment of a system to defeat computer-based 
counterfeiting. In 2002, there was significant 
deployment of the system in digital repro- 
graphic equipment and software. 


Meeting the Demand 
for Bank Notes 


It is not enough for bank notes to be secure; 
they must also be available when and where 
Canadians need them. For the Bank, this 
means anticipating demand, managing inven- 
tories, and dealing with the complexities of 
distributing a new series of notes. We work 
closely with financial institutions to ensure 
that the national bank note distribution system 
operates efficiently. By the end of 2002, there 
were $41.1 billion of notes in circulation, a 

6 per cent increase over the previous year. 


In 2002, the Bank initiated a review of its 
bank note inventory strategy with an aca- 
demic from the University of Alberta. We 
also conducted research that confirmed 
that the public is better able to use the 
security features, and thus to ascertain if 

a bank note is genuine, when the note is 
in good condition. As a result, we plan to 
replace worn notes more quickly in order 
to improve the overall condition of notes 
in circulation. The effects of this change in 
strategy will be seen over the next few years. 


How to Reach the Bank 
Cor Kem Groysevortenaviersnaloyimrsnals 
Compliance Program 


OTTAWA: 


Bank Note Communication 
and Compliance Team 


Tel: 1-888-513-8212 

Fax: (613) 782-7533 
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Currency Museum 


Tel: (613) 782-8914 
Fax: (613) 782-7761 
e-mail: museum-musee@bankofcanada.ca 


Contact information for the 
Bank’s regional offices can be 
found on page 70. 
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Operating Expenses 


Operating expenses for the currency function 
in 2002 were $78.8 million, about 33 per 
cent of the Bank’s total operating expenses 
(before restructuring and related expenses). 
This represents an increase of $13.2 million 
from 2001. 


Much of this increase relates to the produc- 
tion and distribution of bank notes to meet 
demand and to increase inventory levels 
ahead of the launch of the new $5 note. 


Additional funds were also allocated to the 
expansion of public education initiatives to 
deter counterfeiting and to the development 
of improved security features to protect the 
integrity of our currency. 


Currency Activities as a 
Proportion of Total Bank Expenses 











CENTRAL BANKING 
SERVICES 


This function involves two major 
activities: promoting financial 
stability and providing efficient 
funds-management services to 


the federal government. 





The Bank's Trading Room 


Promoting Financial Stability 


Widespread confidence in financial institutions, 
markets, and clearing and settlement systems 
is essential to support economic activity in 
Canada and abroad. Promoting the safe and 
efficient operation of these key parts of the 
financial system is an important activity of the 
Bank of Canada and other public sector bodies. 
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Financial Stability 
Initiatives in 2002 


As part of its promotion of financial 
stability, the Bank 


e began publication of its Financial 
System Review. This new semi- 
annual publication is intended 
to increase public knowledge of, 
and discussion about, changes 
and developments in the Canadian 
financial system. 


e increased the resources devoted to 
issues concerning financial stability 
and started organizing a conference 
on these issues to be held in the 
second half of 2003. 


Clearing and 
Settlement Systems* 


Overseeing major systems 


The Bank of Canada contributes to financial 
stability through its oversight of major clear- 
ing and settlement systems under the Payment 
Clearing and Settlement Act (PCSA). The Bank 
was particularly active in this role during 
2002. Perhaps most important was the 
commencement of operations by the CLS 
(Continuous Linked Settlement) Bank. The 
CLS Bank is a special-purpose bank designed 
to virtually eliminate the risk associated with 
the settlement of foreign exchange trades. 


Since the Canadian dollar is one of the cur- 
rencies initially settling in the CLS Bank, the 
Bank of Canada was part of a group of central 
banks that examined the proposed risk-control 
measures. In early September 2002, the 
Governor of the Bank of Canada designated 
the CLS Bank as subject to oversight under 
the PCSA. The Bank of Canada’s primary 
responsibility is to satisfy itself that all risks 
associated with the settlement of transactions 
involving the Canadian dollar are adequately 
addressed. 


During 2002, The Canadian Depository for 
Securities Ltd. (CDS) continued its work to 
create an enhanced securities clearing and 
settlement system that would settle virtually 
all securities trades in Canada, including 
exchange-traded equities. Built on the sound 
risk-control arrangements of the Debt Clearing 
Service (DCS), the new system, called CDSX, 
is likely to become operational in the first 
half of 2003 and is expected to be designated 
for oversight under the PCSA. 


The Canadian Payments Association (CPA) 
operates two payments systems, the Large 
Value Transfer System (LVTS) and the Auto- 
mated Clearing Settlement System (ACSS). 
The ACSS now processes and settles primarily 
retail payments, since most of the large-value 
payments that used to be processed through 
this system have migrated to the LVTS. After 
extensive analysis by Bank staff, the Governor 
decided that the operation of the ACSS does 
not pose systemic risk. Thus, the ACSS will 
not be designated for oversight under the 
PCSA. The Bank is continuing to encourage 
CPA members to move any remaining large- 
value payments settling through the ACSS to 
the LVTS. In this regard, effective February 
2003, the CPA will prohibit paper cheques 
with a value of $25 million or more from 
settling in the ACSS. 


* The Bank's Web site (www.bankofcanada.ca) provides detailed information on payments and other clearing and settlement systems. 
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Updating guidelines for clearing 
and settlement systems 


In 2002, the Bank updated its guidelines and 
minimum standards for payment and other 
clearing and settlement systems that are sub- 
ject to oversight under the PCSA. The new 
minimum standards incorporate internation- 
al standards published recently by the Bank 
for International Settlements and the Interna- 
tional Organization of Securities Commissions. 


Providing operational support for 
clearing and settlement systems 


The Bank makes a unique contribution to the 
safe and efficient operation of clearing and 
settlement systems by providing them with 
various services, including accounts to settle 
obligations among participants in these sys- 
tems and liquidity to system operators and 
their participants. Thus, the Bank has agreed 
to act as banker for the CLS Bank, receiving 
and making payments on its behalf. In addi- 
tion, the Bank has worked with the CLS Bank 
and its Canadian participants to provide con- 
tingency arrangements should there be oper- 
ational disruptions in the LVTS or at LVTS 
participants. Since the CLS Bank began 
operations, the Bank of Canada, along with 
the CPA and the CDS, has begun its opera- 
tional day just after midnight—seven hours 
earlier than previously. 


Examining Systemwide 
Business-Continuity Planning 


The ability of the Canadian financial system 
to withstand and recover from disruptions 

in its operations is important not just for sys- 
tem participants, but also for other agents 

in the economy. Events such as the 1998 ice 
storm in Eastern Ontario and Quebec, Y2K, 
and the terrorist attacks of 11 September 
2001 in the United States have highlighted 
the significant degree of interdependence 


among participants in the financial system 
with regard to business-continuity plans. In 
2002, the Bank began to facilitate discussions 
among certain financial sector participants 
regarding the robustness of business-conti- 
nuity planning in those parts of the financial 
system that are critically important to the 
operation of the system and to the economy 
as a whole. The Bank has also re-examined 
and enhanced its own contingency arrange- 
ments and business-continuity plans. 


Promoting International 
Financial Stability 


The Bank continued to be actively involved 
in developing a framework for the resolution 
of international financial crises. Of note, an 
Action Plan published by the G-7 in the spring 
aimed at increasing the predictability of offi- 
cial policy actions to address problems in 
emerging-market economies. In the Action 
Plan, agreement was reached on the need 

to limit official-sector lending unless clear 
criteria and procedures are met that justify 
an exception. The Action Plan also proposed 
that a two-track approach to facilitate crisis 
resolution be pursued. One approach would 
include collective-action clauses in contracts 
between borrowing countries and lenders, 
while the second approach would see the 
adoption of a more formal process, the 
proposed Sovereign Debt Restructuring 
Mechanism. 


The Bank participates in several international 
groups that work on international financial- 
stability issues, including the G-20 and the 
Financial Stability Forum (FSF). In 2002, 
the G-20, which met in India in November, 
focused on globalization issues, as well as 
on crisis resolution and combatting terrorist 
financing. The Bank co-hosted the autumn 
FSF meeting in Toronto. The FSF promotes 
international financial stability, the improved 
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Financial System 
Research 


i o meet the objectives of the medium- 
term plan, the Bank continues to build 
its Capacity to conduct research into finan- 
cial system issues. In some cases, this work 

is conducted with researchers from outside 


the Bank. Recent work has included functioning of markets, and the reduction of 


systemic risk through information exchange 


e developing models on financial 
and international co-operation in financial 


fond cold lal-ar-laremeelaie-t-ifo)n) ae 
Supervision and surveillance. 


considering the effects of consolidation 
ee : : As in previous years, Bank staff provided 
within the financial sector on market 
liquidit dc) demic ack technical assistance to a number of countries 
iquidity and systemic ris es 
q y Y in 2002, and participated in selected Financial 
developing models of payments systems System Assessment Programs conducted by 
that can be used to assess the possibility the IMF. 


of systemic-risk events - an Tees aay 
Financial Markets 


examining the behaviour of participants 
and operational-risk issues in clearing 
and settlement systems 


One of the main issues facing financial markets 
during 2002 was the restoration of confidence 
in their integrity following the collapse of 
documenting and analyzing recent ~ Enron and other corporate scandals in the 
trends in capital markets United States. The Bank contributed to dis- 


cussions of this issue through speeches by 
One particular focal point has been 


work aimed at improving data related to 
Canadian capital markets and research 


the Governor and participation in a number 
of public policy forums. 


The Bank also works in partnership with other 


examining the efficiency of Canadian 
capital markets. 


government agencies and market participants 
to enhance the functioning of Canadian mar- 
kets, particularly fixed-income markets. For 
instance, in 2002, the Bank worked with 

the Investment Dealers Association of Canada, 
the Montréal Exchange, and other market 
participants to enhance the methodology for 
determining daily interest rate settings. These 
interest rate settings are, in turn, used to price 
interest rate derivatives and other financial 
instruments. The Bank also assisted the 
Canadian Securities Administrators in their 
efforts to develop appropriate regulation of 
alternative trading systems in fixed-income 
markets and supported the Canadian Capital 
Markets Association in its efforts to promote 
straight-through processing in Canadian 
financial markets. 
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Funds Management 


In its role as fiscal agent, the Bank provides in 2002. It involves the use of collateral to 


the government with treasury and banking facilitate broader participation in the auc- 


services and also advises the government on tions and to reduce exposure to credit risk. 


the management of the federal public debt. 
These services aim to meet the government’s 
debt-management objective of stable, low- 
cost funding. 


Providing Treasury and Banking 
Services and Advice 


Debt-management initiatives in 2002 centred 
on improving the Bank’s analytic capabilities 
in this field and further refining the bond- 
buyback program. Research was conducted 
to support a sophisticated simulation-based 
approach for analyzing debt structure cost 
and risk trade-offs. Refinements to the bond- 
buyback program were implemented, follow- 
ing consultations with market participants. 
These refinements included the introduction 
of measures enabling investors to exchange 
outstanding debt issues for new issues of 
current benchmark securities, as well as an 
expansion of the basket of eligible bonds in 
the buyback program. In addition, the time 
between the deadline for the submission 

of bids and the release of regular auction 
results was further reduced this year—from 
15 minutes to 10 minutes. This followed a 
reduction from 30 minutes in 2001. 


Investing Government Funds 


The Bank manages the investment of the 
government’s Canadian-dollar cash balances 
and its foreign exchange reserves. 


Domestic cash balances range between 

$1 billion and $15 billion, typically rising to 
the upper end of this range prior to quarterly 
principal and interest payments. A new invest- 
ment framework for morning auctions of 
government cash balances was implemented 





Unclaimed Balances 


Chartered banks and federally char- 
tered trust and loan companies are 
required to transfer to the Bank of 
Canada all unclaimed balances main- 
tained in Canada in Canadian currency 
that have been inactive for a period 
of ten years. 


Members of the public can use the 
search facility on the Bank’s Web site 
at www. bankofcanada.ca to find out 
if there is an unclaimed balance to 
which they may be entitled and for 
information on making a claim. 
Information on unclaimed balances 
can also be obtained from any of the 
Bank’s regional offices (see page 70 
for addresses), by calling the Bank’s 
toll-free line at 1-888-891-6398, or by 
e-mail at ucbalances@bankofcanada.ca. 


During 2002, financial institutions 
transferred $31.0 million in unclaimed 
balances to the Bank. In addition, the 
Bank handled more than 21,100 gener- 
al inquiries, completed more than 
43,000 searches, and paid a total of 
$7.5 million to satisfy 6,900 claims. 


43 


44 


AN ACCOUNT OF OUR STEWARDSHIP 


Foreign exchange reserves are held to provide 
general liquidity for the government and to 
provide funds to help promote orderly condi- 
tions in the Canadian-dollar foreign exchange 
market. Foreign exchange reserves stood 

at US$37.2 billion at the end of 2002, up from 
US$34.2 billion at the end of 2001, primarily 
owing to a revaluation resulting from the 
appreciation of the euro against the U.S. dollar. 
Work in this area was directed at three large 
initiatives. The first was the renewal of the 
government’s standby arrangements with 
foreign banks. The others were aimed at 
improving risk management in the portfolio 
of the Exchange Fund Account. One project 
involved implementing a new collateral-man- 
agement framework, including the develop- 
ment of a repo program, to better manage the 
credit risk associated with the government's 
exposure to financial institution counterparties 
in its cross-currency swaps, forward contracts, 
and deposit investments. The other project 
saw the start-up of a new system for trading, 
portfolio management, risk management, and 
accounting in the Exchange Fund Account. 


Operating Expenses 


Central Banking Services Activities as a 
Proportion of Total Bank Expenses 








Operating expenses for central banking services 
were $41.0 million in 2002, or about 17 per 
cent of the Bank’s total operating expenses 
(before restructuring and related expenses). 
This represents an increase of $9.9 million 
from 2001, resulting from a number of factors. 
In 2002, the Bank experienced the first full 
year of costs arising from improved disaster- 
recovery arrangements for Bank systems that 
support the clearing and settlement of financial 
transactions. Staff resources devoted to finan- 
cial stability also increased in 2002, and the 
Bank began publication of the Financial System 
Review. In the area of funds management, 
the Bank improved its analytic and operational 
capabilities and expanded its research related 
to the government’s debt-management strategy. 


Conada Savings Bonds 
Trugh the Peel Svigs Plan 


during the 1940s and 1950s, Bank of Canada Archives 


Ree CAC see B Ti 
SERVICES 


Under its retail debt program, 
the government issues traditional 
Canada Savings Bonds (CSBs), 
which are redeemable at any 
time, and Canada Premium 
Bonds (CPBs), which are issued 


at a higher interest rate than 


A look at the past: Promotional posters for Canada Savings Bonds 





CSBs but are redeemable only 
annually. Bonds are available 
through a network of sales 
agents, as well as organizations 
sponsoring the Payroll Savings 
Program, and through direct sales 


by telephone or via the Internet. 
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Outsourcing Objectives 


¢ Lower overall costs for the retail 
debt program, while providing the 
same high-quality service 


e Increased flexibility to respond to 
the changing needs of the program 
and marketplace, particularly 
emerging e-business opportunitiés 


e Effective management of all risks 
associated with the outsourced 
retail debt operations 


e Continued employment and 
improved job opportunities for 
most retail-debt-operations staff 


As the government’s fiscal agent, the Bank 

is responsible for providing operations and 
systems-support services, accounting, and 
advice for the retail debt program. The pro- 
gram is directed by the Department of Finance 
through its agency, Canada Investment and 
Savings, which is responsible for product 
offerings and sales and marketing strategies. 


In 2001, the Bank outsourced the operations 
and systems-support services to EDS Canada 
Inc. This move was seen as providing more 
flexible and cost-effective “back-office” serv- 
ices for the retail debt program, while allowing 
the Bank to maintain its responsibilities as 
fiscal agent. And indeed, these outcomes were 
observed through the first full year of the 
contractual arrangement. Costs decreased by 
over 4 per cent, while the stipulated service 
levels were consistently met. Telephone and 
Internet infrastructure technologies were 


enhanced, making it possible to handle 
increased customer contacts cost-effectively, 
and a number of initiatives were begun to 
position the operations to take advantage 
of the emerging e-business opportunities. 


The partnership developed between the Bank 
and EDS has set the stage for continued suc- 
cess. The risks typically associated with an 
outsourcing arrangement of this nature have 
been closely managed, and a significant per- 
centage of the Bank’s former staff continue to 
work for the retail debt business, ensuring the 
same high-quality service. The outsourcing 
objectives will continue to provide a road map 
for measuring the success of this business. 


Operating Expenses 


Operating expenses for retail debt services 
were $70.3 million, or 29 per cent of the 
Bank's total operating expenses (before res- 
tructuring and related expenses). The Bank's 
retail debt operations were outsourced in 
September of 2001 to EDS Canada Inc. 
Expenses in 2002 decreased by $3.3 million 
from 2001, reflecting savings generated from 
the new arrangement. All the expenditures 
required to support the retail debt program 
are recovered from the federal government. 


Retail Debt Activities as a 
Proportion of Total Bank Expenses 
EEE DLE SST EEF ENR LOS 
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Robe VerdINGUEE 
AND EXPENSES 


Revenue from Investments 


Total revenue from investments declined in 2002 by 6 per cent, to 
$2.0 billion, because of a lower rate of interest on the Bank’s secu- 
rities holdings. With overall expenses of $0.2 billion, net revenue 
paid to the Government of Canada in 2002 was $1.8 billion, com- 
pared with $2.0 billion in 2001. 


Net revenue is not a good indicator of the Bank’s management per- 
formance. The Bank deals in financial markets to achieve policy 
goals, not to maximize its revenues, and these revenues are highly 
dependent on interest rates. For these reasons, the level of operat- 
ing expenses is a better indicator of the Bank’s stewardship of pub- 
lic resources. 


Operating Expenses 


Monetary Policy, Currency, and Central Banking Services 


Activities involving the Bank’s main functions—monetary policy, 
currency, and central banking services—are regularly reviewed 
from the perspective of the Bank’s role as a public policy organiza- 
tion, the needs of its clients, and the efficiency and effectiveness of 
its operations. From 1994 to 2000, operating expenses in each of 
these areas were reduced, with the exception of 1999, when addi- 
tional expenditures were incurred in preparation for the year-2000 
changeover. In 2001, and again in 2002, operating expenses in 
these core functions rose in response to the new demands and 
priorities described in previous sections of this Annual Report. 


Total operating expenses for the Bank’s main functions rose by 
$30.8 million, or 22 per cent, in 2002. As discussed in the previous 
stewardship sections of this Report, the Bank has begun to imple- 
ment several new Strategic priorities: broadening its research on 
issues affecting the macroeconomy; expanding its regional offices; 
implementing the new strategy for the currency function; enhancing 
its involvement in financial market development; and investing in 
new initiatives and technology to continue to provide operational 
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FINANCIAL SUMMARY 


Operating Expenses 
Monetary policy, currency, and central banking services 
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BM Currency - bank note production | 
[2% Currency - other 


Central banking services 
Monetary policy 





excellence and risk management for funds- 
management activities. Support costs associ- 
ated with these initiatives increased in 2002 as 
did the costs for employee benefits. Increases 
in the Bank’s expenses were partially offset 
by savings resulting from the restructuring 
of the Bank’s corporate services, which will 
continue in 2003. 


Given the Bank’s medium-term plan for the 
period 2003 to 2005, a further increase in 
operating expenses for these core functions 
is expected in 2003. 


Retail Debt Services 


The Bank has provided “back-office” services 
to Canada Investment and Savings—the agency 
of the Department of Finance responsible for 
the government’s retail debt program—since 

the agency’s inception in 1996. In September 
2001, the Bank outsourced retail debt opera- 
tions to EDS Canada Inc. (EDS) and established 
an internal Debt Administration Office to over- 

see contracts with third-party suppliers and 

to ensure that all responsibilities are fulfilled. 


In 2002, despite an increase in processing 
volumes, expenses for retail debt declined by 
$3.3 million, or over 4 per cent, as a result of 
efficiency gains from outsourced operations. 
Direct expenditures required to support the 
retail debt program, as well as those invoiced 
by EDS, are recovered from the federal gov- 
ernment. Coincident with the outsourcing of 
retail debt operations, a portion of general 
corporate administration expenses previously 
recovered from the federal government is 
now borne by the Bank. Also associated with 
the outsourcing was a shift in Bank expenses 
from salaries to service costs. 


Operating Expenses 
Retail debt services 


§ millions 
80 


1995 1996 1997 1998 1999 2000 2001 2002 


Corporate Services Restructuring 


Following the outsourcing of retail debt oper- 
ations, the Bank launched a restructuring 
initiative focused on creating an integrated 
approach to corporate services in order to 
deliver these services cost-effectively to a 
smaller Bank. One-time expenses for restruc- 
turing were $14.3 million in 2002, bringing 
the total costs over the past two years to 
$28.2 million. Operational savings from this 
initiative began in 2002 and are expected to 
exceed the project investment by 2005. 
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Salaries and Benefits 


The Bank’s total salary expenses decreased 
by over 16 per cent in 2002. This decline 
reflected a reduced number of staff because 
of retail debt outsourcing and corporate 
services restructuring. The decline in salary 
expenses from these sources was partially 
offset by additional staff hired to support the 
Bank’s new strategic priorities and by salary- 
range adjustments to maintain market com- 
petitiveness. With these program changes, 
the composition of the Bank’s staff has 
shifted significantly towards analytic and 
research professionals. 


The Bank provides its staff with defined- 
benefit pension plans, to which employees 
contribute at specified rates, and a flexible 
benefits program covering medical and 
insurance benefits. The total cost of these 
benefits increased in 2002, largely because 
of changes to keep the pension plans market 
competitive and the rising cost of medical 
and other insurance plans. 


The assets of the Bank’s pension plans 
exceed the accrued benefit obligation. Under 
the guidelines of the Canadian Institute of 
Chartered Accountants, the amount of the 
pension surplus can vary considerably from 
year to year. On this basis, as shown in the 
Bank’s financial statements, the surplus at 


the end of 2002 was about $27 million 
compared with $204 million the previous 
year. To assess the pension plan on a long- 
term-funding basis, the Bank concentrates 
on periodic actuarial valuations. The most 
recent valuation showed a surplus of approx- 
imately $180 million at the end of 2001, 

and the surplus is estimated to be about 
$130 million at the end of 2002. 


Salary Expenses 
Monetary policy, currency, central banking services, 
and retail debt services 
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FINANCIAL STATEMENTS 


BANK OF CANADA 
FINANCIAL REPORTING RESPONSIBILITY 


The accompanying financial statements of the Bank of Canada have been prepared by man- 
agement in accordance with Canadian generally accepted accounting principles and, if nec- 
essary, contain certain items that reflect best estimates and judgment of management. The 
integrity and objectivity of the data in these financial statements are management’s respon- 
sibility. Management is responsible for ensuring that all information in the Annual Report is 
consistent with the financial statements. 


In support of its responsibility, management has developed and maintains financial and 
management control systems and practices to provide reasonable assurance that transac- 
tions are properly authorized and recorded, that financial information is reliable, that the 
assets are safeguarded and liabilities recognized, and that the operations are carried out 
effectively. The Bank has an internal Audit Department, whose functions include reviewing 
internal controls and their application on an ongoing basis. 


The Board of Directors is responsible for ensuring that management fulfills its responsibilities 
for financial reporting and internal control and exercises this responsibility through the Audit 
Committee of the Board. The Audit Committee is composed of members who are neither 
officers nor employees of the Bank and who are financially literate, with at least one mem- 
ber who is a financial expert. The Audit Committee is therefore qualified to review the Bank’s 
annual financial statements and to recommend their approval by the Board of Directors. 
The Audit Committee meets with management, the Internal Auditor, and the Bank’s exter- 
nal auditors appointed by Order-in-Council. The Audit Committee has established processes 
to evaluate the independence of the Bank’s external auditors and reviews all services pro- 
vided by them. The Audit Committee has a duty to review the adoption of, and changes in, 
accounting principles and procedures that have material effect on the financial statements, 
and to review and assess key management judgment and estimates material to the reported 
financial information. 


These financial statements have been audited by the Bank’s external auditors, Raymond 
Chabot Grant Thornton, General Partnership and Deloitte & Touche LLP, and their report 
is presented herein. | 


brek Ole 


D.A. Dodge, nor S. Vokey, CA, Chief Accountant 


Ottawa, Canada 
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AUDITORS OF THE BANK OF CANADA 
VERIFICATEURS DE LA BANQUE DU CANADA 


AUDITORS’ REPORT 
To the Minister of Finance, registered shareholder of the Bank of Canada 


We have audited the balance sheet of the Bank of Canada as at 31 December 2002 and the 
statement of revenue and expense for the year then ended. These financial statements are 
the responsibility of the Bank’s management. Our responsibility is to express an opinion on 
these financial statements based on our audit. 


We conducted our audit in accordance with Canadian generally accepted auditing stan- 
dards. Those standards require that we plan and perform an audit to obtain reasonable 
assurance whether the financial statements are free of material misstatement. An audit 
includes examining, on a test basis, evidence supporting the amounts and disclosures in 
the financial statements. An audit also includes assessing the accounting principles used 
and significant estimates made by management, as well as evaluating the overall financial 
statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial 
position of the Bank as at 31 December 2002 and the results of its operations for the year 
then ended in accordance with Canadian generally accepted accounting principles. 


The financial statements as at 31 December 2001 and for the year then ended were audited 
by Raymond Chabot Grant Thornton, General Partnership and Arthur Andersen LLP who 
expressed an opinion without reservation in their report dated 18 January 2002. 


Reagan ChabsT Gnamd Shorwtan Dele th. tlyude uP 


RAYMOND CHABOT GRANT THORNTON DELOITTE & TOUCHE LLP 
General Partnership 
Chartered Accountants Chartered Accountants 


Ottawa, Canada 
17 January 2003 


oP 
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BANK OF CANADA 


STATEMENT OF REVENUE AND EXPENSE 
Year ended 31 December 2002 


REVENUE 
Revenue from investments, net of interest 
paid on deposits of $8.3 million ($23.2 million in 2001) ......cceeceecceseceseeeeeeeee 


EXPENSE by function (notes 1 and 3) 
I GELAL YONG Vann ieee orcas aacta sect rau ae sot oem eeaas os eaten ih Sek 


UAE TLS 165 aN) SR 2c Cd ee A eR Da OIE Nana CAR Rat eR 


Relalledebt services: CxpOnses. =ne.mvser heha.d oe cies and Ta lose ol Gani 
Retaiidene services sOULSOULCIME COSIS 0 Plea tdi St fae oc tee eeiay ces eee nace 


Retailidepisenrvicesarecoveriesi ster eee eee 


OTHER EXPENSE 
Resiracturing-and related costs (note! 1 1) 2. si.c5.o.t.. Getence ecco oeteasnscaedeh Goeieusies 


NET REVENUE PAID TO 
RECEIVER GENERAL FOR CANADA. 00w.0...occccccccececcecceseseseeeseseeees 


(See accompanying notes to the financial statements.) 


2002 2001 
Millions of dollars 





2,016.6 2,149.2 





51.1 43.4 
78.8 65.6 
41.0 eS | 





170.9 140.1 


70.3 73.6 
- ode 


(70.3) (96.8) 
170.9 140.1 





23.3 284 





194.2 168.8 





1,822.4 1,980.4 
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BALANCE SHEET 
As at 31 December 2002 








2002 2001 
ASSETS Millions of dollars 
Deposits in foreign currencies 
Sie ollarsmnssicccccte ees teats ae eae eee Wis ta SeioeR seen batns dee atts OM Sane eae 674.2 S919 
OEP CUITONCIOS a enaS contrat, coale roe ceeteennse tater iataseie AEE ee eee ont 4.4 3.8 
678.6 S957 
Advances to members of the Canadian 
Payments ASSQciatlons - 6: ori. s.<sca etter Bo acts cat cade toc hodots ed A a tune as 534.9 647.5 
Investments (note 4) 
Treasuryebullscor CANA US sqcee sora enn ee rere eink aan eee niet aie Ts nee et 13,113.1  12,605.6 
Other securities issued or guaranteed by 
Canada maturing within three@: yOars: rcticseseccteeeseeegvesdeeee capt aowensessvadbacessoonse 8,571.3 8,799.8 
Other securities issued or guaranteed by 
Canada not maturing within three years. -.sc...d.cssohec\ soucicagactecaessnck sadeoscueeeee 18,648.7 16,976.7 
Copier Diller ohs5 Sie ssec scree teret tals soon iret sane Sere eens wee Alec abies Gk eg ee et - 428.8 
Other Investments ere kway re eter aa ae on aege noone ae etn STE one Ne Aaa e ya Sale 2.6 2.6 
40,335.7 38,813.5 
Bank premises: (mote) 2s cacao salt ony ROCA A ico e 135.1 149.2 
Other assets 
Securities purchased under resale agreements. ................ccssesscseccesssnsesssessees 1,904.8 1,410.7 
All other: assets: (ote: 6) ate tease voces tee oid seats ian es ae nae eae 369.7 387.9 





2,274.5 1,798.6 
43,958.8  41,804.5 











(See accompanying notes to the financial statements.) 
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LIABILITIES AND CAPITAL 2002 2001 
Millions of dollars 
Bank notes: inj circulation © 50; 253.055. 8 acest heh hs sk ee 41,146.7 38,820.6 
Deposits 
GOVELIMIOH EOL CARACA NSE na. cto earth kot ieee ne ea Ce ak ts 334.6 1,005.2 
| SEATS sips Soe ia Ae Ses ne Pec eR RRITIVA, SS ORNL Wie Ne TON TS OR tO 1,065.5 1,307.1 
Other members of the Canadian 
EAVIREMES PASSOCIALOINA, onc scree tc Wolo re pe eri ae CaS. 125.8 23.8 
OPO CENOSILS i er keen te: enone Se Nay, cee eed Ws a ene Bet Pr ere a8 415.0 289.6 
2,140.9 2,625.7 
Liabilities in foreign currencies 
COVESAMMOM Of Canada eres tise Bee es ph ati Mer cn a ty BO em Ta 516.2 224.6 
Other liabilities 
PAE OPCT AAO UTOS 2 ahaa ist Sanches So et ng Sac meee ee cae eta ae Melson: 125.0 103.6 
43,928.8  41,774.5 
Capital 
SIAN CS CAD Mal AMO: Las ca tess ee aie lteter eater en ake ee Ci lake slay So 5.0 5.0 
Statutory reserve (note 8) 25.0 25.0 
30.0 30.0 
43,958.8  41,804.5 


D.A. Dodge, Governor 


On behalf of the Board 






anthier, CM, FCA, Chair, Audit Committee 























ON 


S. Vokey, CA, Chief Accountant 


P. Massicotte, Lead Director 


(See accompanying notes to the financial statements.) 
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NOTES TO THE FINANCIAL STATEMENTS 
Year ended 31 December 2002 


1 The business of the Bank 


The Bank of Canada’s responsibilities focus on the goals of low and stable inflation, a 
safe and secure currency, financial stability, and the efficient management of govern- 
ment funds and public debt. These responsibilities are carried out as part of the broad 
functions described below. Expenses in the Statement of revenue and expense are 
reported on the basis of these four corporate functions as derived through the Bank’s 
allocation model. 


Monetary policy 


Contributes to solid economic performance and rising living standards for Canadians 
by keeping inflation low, stable, and predictable. 


Currency 


Designs Canada’s bank notes (including anti-counterfeiting features), issues and 
distributes new bank notes, and replaces worn notes. 


Central banking services 


Promotes financial system stability and provides efficient funds-management services 
to the federal government. 


Retail debt services 


Ensures that all holders of Canada Savings Bonds and Canada Premium Bonds have 
their information registered and their accounts serviced through efficient operations 
and systems support. The Bank recovers the cost of retail debt operations on a full- 

cost basis. 


2, Significant accounting policies 


The financial statements of the Bank are in accordance with Canadian generally 
accepted accounting principles and conform to the disclosure and accounting require- 
ments of the Bank of Canada Act and the Bank’s bylaws. A Statement of cash flows 
has not been prepared as the liquidity and cash position of the Bank are not of pri- 
mary concern to users of these financial statements. Other information regarding 
the Bank’s activities may be derived from the Statement of revenue and expense 
and the Balance sheet. 


BANK OF CANADA ANNUAL REPORT 2002 


The significant accounting policies of the Bank are: 
a) Accounting estimates 


The preparation of financial statements in accordance with Canadian generally accepted 
accounting principles requires management to make estimates and assumptions that 
affect the amounts recorded in the financial statements and notes to financial state- 
ments. These estimates are based on management’s best knowledge of current events 
and actions that the Bank may undertake in the future. Actual results may differ from 
those estimates. 


b) Revenues and expenses 
Revenues and expenses are accounted for on the accrual basis. 
c) Employee benefit plans 


The Bank sponsors a number of defined-benefit plans that provide pension and other 
post-retirement and post-employment benefits to most of its employees. The Bank 
accrues its obligations under these benefit plans and the related costs, net of plan 
assets. The costs of the plans are actuarially determined using the projected benefit 
method to determine the current service costs. Past service costs resulting from plan 
amendments, and the transitional balances are amortized on a straight-line basis over 
the average remaining service period of active plan members (12 years). The excess 
of the net actuarial gain (loss) over 10 per cent of the greater of the benefit obligation 
and the fair value of plan assets is amortized over the average remaining service period 
of active plan members (12 years). For the purpose of calculating the expected return 
on plan assets, assets are valued at fair value. 


d) Translation of foreign currencies 


Assets and liabilities in foreign currencies are translated to Canadian dollars at the 
rates of exchange prevailing at year-end. Investment income is translated at the rate 
in effect at the date of the transaction. The resulting gains and losses are included in 
the Statement of revenue and expense. 


e) Advances 


Advances to members of the Canadian Payments Association are liquidity loans that are 
fully collateralized and generally overnight in duration. The Bank charges interest on 
advances under the Large Value Transfer System (LVTS) at the Bank Rate. For advances 
under the Automated Clearing Settlement System (ACSS), the Bank charges the Bank 
Rate plus a margin, which was 125 basis points at 31 December 2002 (150 basis 
points in 2001). 
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f) Investments 


Investments, consisting mainly of Government of Canada treasury bills and bonds, are 
recorded at cost and are adjusted for amortization of purchase discounts and premiums 
using the constant-yield method for treasury bills and bankers’ acceptances and the 
straight-line method for bonds. The amortization, as well as gains and losses on dispo- 
sition, are included in the Statement of revenue and expense. 


2g) Bank premises 


Bank premises, consisting of land, buildings, computer hardware/software and other 
equipment, are recorded at cost less accumulated depreciation. Computer software is 
capitalized only when its cost exceeds $2 million. Depreciation is calculated using the 
straight-line method and is applied over the estimated useful lives of the assets, as 
shown below. 





Buildings 25 to 40 years 
Computer hardware/software 3 to 7 years 
Other equipment 5 to 15 years 





h) Special purchase and resale agreements (SPRAs) 


SPRAs are repo-type transactions in which the Bank offers to purchase Government of 
Canada securities from designated counterparties with an agreement to sell them back 
at a predetermined price on the agreed resale date, generally the next business day. 
The Bank is prepared to enter into SPRAs at the policy target rate, defined as the mid- 
point of the operating band for the overnight interest rate (i.e., 25 basis points below 
the Bank Rate), if overnight funds are generally trading above the indicated target 
level. SPRAs are transacted with primary dealers, a subgroup of government securi- 
ties distributors that have reached a threshold level of activity in the Government of 
Canada debt markets. 


The balance sheet category Securities purchased under resale agreements represents 
the value receivable by the Bank. As such, this amount includes the purchase of treasury 
bills and bonds, the purchase of accrued interest on bonds, and the interest earned by 
the Bank. The treasury bills and bonds purchased under resale agreements are not 
recorded as investment assets. 


i) Deposits 


The liabilities within this category are Canadian-dollar demand deposits. For members 
of the Canadian Payments Association, the Bank pays interest on positive balances 
associated with the LVTS at the lower end of the operating band for the overnight 
interest rate (50 basis points below the Bank Rate), and on positive balances related 
to the ACSS at the lower end of the operating band for the overnight interest rate 
less a margin, which was 125 basis points at 31 December 2002 (150 basis points in 
2001). On Special Deposit Accounts, which serve as collateral for LVTS participants, 
the Bank pays interest at the published overnight rate less a margin, which was 
6.25 basis points at 31 December 2002 (6.25 basis points in 2001). 
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j) Sale and repurchase agreements (SRAs) 


SRAs are reverse repo-type transactions in which the Bank offers to sell Government of 
Canada securities to designated counterparties with an agreement to buy them back at 
a predetermined price the next business day. The Bank is prepared to enter into SRAs 
at the policy target rate, defined as the midpoint of the operating band for the overnight 
interest rate (i.e., 25 basis points below the Bank Rate), if overnight funds are generally 
trading below the indicated target level. SRAs are transacted with primary dealers, a 
subgroup of government securities distributors that have reached a threshold level of 
activity in the Government of Canada debt markets. 


k) Securities Lending Program 


In 2002, the Bank implemented a Securities Lending Program to support the liquidity of 
Government of Canada securities by providing a secondary and temporary source of these 
securities to the market. These securities-lending transactions are fully collateralized and 
are generally overnight in duration. The securities loaned continue to be accounted for as 
investment assets. Lending fees charged by the Bank on these transactions are included 
in revenue at the date of the transaction. 


1) Insurance 


The Bank does not insure against direct risks of loss to the Bank, except for potential 
liabilities to third parties and where there are legal or contractual obligations to carry 
insurance. Any costs arising from these risks are recorded in the accounts at the time 


they can be reasonably estimated. 
2002 2001 


Millions of dollars 





Expense by classes of expenditure 


DALAL LCS yee ree eto Nes Jae cetaceans oka ey onc oe NTS See 69.9 83.4 
beneiits and rother staticexpenses sc on itaasaescivgoectocsaues cae eed teres 15.3 13.8 
CUETOMCY CUSESR a criat tyertec c auesanea Sau cueasA hice vaste Da otincEwe  eincaee ate eta es. 31.9 24.6 
Premises main enance iiss... 5.3 mise kaa eae ete Mawel emt 17.9 18.9 
DELVICES ANG SUDD UMC rs rsce ent seta cu swaeace.y neres eden ds uh ecciad otk salnonth ian tes 90.5 54.3 
PPB DE COLALION poe ior ste tees hire Nanna ee ee Ak, Ree EP E ne LM N eSns 24.3 26.3 
249.8: - 2213 
CHINES OUI CHAS OSTS aseren shit re, eee Meee etn ents teters an erheviGnt ha races - Dee 
Recoveries 
RESAU GEDUSOEVICOS a stat ated a munseen aaa re. honoree earner teat veto eit (70.3) (96.8) 
OU Cr eae erecta tr enn cat deat vane oerae ee ce eeatdaaeee es bae Mik fasren eeu ae (8.6) (7.6) 
170.9 140.1 
MVOSUTICCUEI OC ANG CEC LALE( COSUG Were eat ces tegie a. oe fa Sun cnnsity.t opceenera de eotee ee etre 23.3 28.7 
fC EU als SOP 5 a aes She Ak SE 9 NF fe a 194.2 168.8 


Recoveries represent the fees charged by the Bank for a variety of services. Retail debt 
services recoveries for 2001 include outsourcing costs. 
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Investments 
2002 2001 
Millions of dollars 
Amortized Fair market Average Amortized Fair market Average 
Securities cost value yield % cost value yield % 
Treasury bills 
of Canada 13,113.1 13,126.3 3.0 12,605.6 12,655.3 Dao 
Other securities issued 
or guaranteed by 
Canada maturing 
within 3 years 8,571.3 8,883.8 5.6 $°799'S 9-133:9 6.0 
Other securities issued 
or guaranteed by 
Canada not maturing 
within 3 years 18,648.7 20,407.1 6.0 16,976.7 18,165.0 6.3 
Other bills - - 428.8 428.8 val) 
40,333.1 42,417.2 38,810.9 40,383.0 
Other investments 2.6 2.6 2.6 2.6 
40,335.7 42,419.8 40,385.6 








38,813.5 


The Bank typically holds its investments in treasury bills and bonds until maturity. The 
amortized book values of these investments approximate their par values.There were 
no securities loaned under the Securities Lending Program at 31 December 2002. 


Bank premises 


















































2002 2001 
Millions of dollars 
Accumulated Net book Accumulated Net book 
Cost depreciation value Cost depreciation value 
Land and buildings 167.5 78.3 89.2 Gio 74.9 92.6 
Computer hardware/ 
software 593.5 42.7 10.8 Done 37.4 17.8 
Other equipment 135.5 105.9 29.6 139.4 102.4 37.0 
356.5 226.9 129.6 362.1 214.7 147.4 
Project in progress 5.5 - 5.5 1.8 = 1.8 
362.0 226.9 135.1 363.9 214.7 149.2 














The project in progress consists of the replacement of the Bank’ 

















s Automated Systems 


that form the core of foreign reserves management. Depreciation, on a straight-line 
basis over 5 years, will commence in 2003 upon completion of the project. 
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All other assets 


This category includes accrued interest on investments of $267.9 million ($279.0 million 
in 2001). It also includes the pension accrued benefit asset of $70.7 million ($55.6 million 
in 2001). 


Share capital 


The authorized capital of the Bank is $5.0 million divided into 100,000 shares with 
a par value of $50 each. The shares are fully paid and, in accordance with the Bank 
of Canada Act, have been issued to the Minister of Finance, who is holding them on 
behalf of the Government of Canada. 


Statutory reserve 


The rest fund was established in accordance with the Bank of Canada Act and repre- 
sents the statutory reserve of the Bank. The statutory reserve was accumulated out of 
net revenue until it reached the stipulated maximum amount of $25.0 million in 1955. 


Employee benefit plans" 


The Bank sponsors a number of defined-benefit plans that provide pension and other 
post-retirement and post-employment benefits to most of its employees. The pension 
plans provide benefits under a Registered Pension Plan and a Supplementary Pension 
Arrangement. The following table provides information about these plans. 


























Pension benefit plan Other benefit plans 
2002 2001 2002 2001 
Millions of dollars Millions of dollars 
For the year 
Bank contributions a, 2.0 5.4 Da 
Employees’ contributions 5.1 0.4 - ~ 
Benefits paid 22.0 20.8 5.4 DA 
Benefit plan expense (revenue) (12.4) (15.1) 13.3 14.7 
Curtailment loss - - 2.7 8.9 
Pension benefit plan Other benefit plans 
2002 2001 2002 2001 
Millions of dollars Millions of dollars 
As at 31 December 
Accrued benefit obligation 612.1 486.4 106.4 87.4 
Fair value of plan assets 639.2 690.6° - - 
Plans’ surplus (deficit) PAPI | 204.2 (106.4) (87.4) 
Accrued benefit asset (liability) 70.7 5536 (51.5) (41.0) 


a. The valuation of the plan assets disclosed in the 2001 Financial Statements was determined as of 
4 October 2001. The prior year comparative numbers have been amended to reflect the valuation 
as at 31 December 2001. 
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FINANCIAL STATEMENTS 


The increase in the pension plans’ accrued benefit obligation of $125.7 million 
($40.2 million in 2001) from 2001 to 2002 is primarily a result of the following 
factors: a decrease in the discount rate used for accounting purposes $24.2 million 
($26.0 million in 2001); updating of economic and demographic assumptions 
$30.1 million (nil in 2001); and changes to member benefits $31.0 million 

(nil in 2001). 


The significant actuarial assumptions (weighted averages as of 31 December) 
used in calculating the accrued benefit obligations are as follows. 








Pension benefit plans Other benefit plans 
2002 2001 2002 2001 
Discount rates 5.50% 5.75% 5.30% 5.99% 
Expected rates of return on plan 
assets for the year 6.00% 5.70% N/A N/A 
Rate of compensation increase 4.00% 3.00% 4.00% 3.00% 
+ merit + merit + merit + merit 


Interest rates for Government of Canada marketable bonds are used. These rates are 
lower than those used by the Bank for funding valuations of the pension benefit plans 
and hence show a lower surplus. 


For measurement purposes, a 9.0 per cent annual rate of increase in the per capita 
cost of covered hospital and drug benefits was assumed. The rate was assumed to 
decrease gradually to 4.5 per cent over 10 years and remain at that level thereafter. 
The per capita cost of other health care benefits was assumed to increase at 3.0 per 
cent per annum. 


Commitments 
a) Operations 


In 2001, the Bank entered into a long-term support agreement for retail debt services, 
expiring in 2011. As at 31 December 2002, fixed payments totalling $119.2 million 
remained, plus a variable component based on the volume of transactions. The Bank 
recovers the cost of retail debt services from the Canada Investment and Savings 
Agency. 


Commitments related to other support services are $5.3 million over the next two years. 
b) Foreign currency contracts 


The Bank is a participant in foreign currency swap facilities with the U.S. Federal 
Reserve for US$2 billion, the Banco de México for Can$1 billion and with the Exchange 
Fund Account of the Government of Canada. There were no drawings under any of 
those facilities in 2002 or 2001 and, therefore, there were no commitments outstanding 
at 31 December 2002. 


11. 
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c) Investment contracts 


In the ordinary course of business, the Bank enters into commitments involving the 
purchase and sale of securities. All commitments outstanding at 31 December are 
settled in the subsequent year. A summary of these outstanding commitments follows. 


2002 2001 
Millions of dollars 





Investment contracts — sales 1,906.1 1/4114 


Outstanding sale investment contracts of $1,906.1 million, at an interest rate of 2.74 per 
cent under special purchase and resale agreements, were settled by 17 January 2003 
($1,411.1 at the end of 2001 at an interest rate of 2.25 per cent). 


Restructuring and related costs 
Outsourcing 


In 2000, the Bank launched a major initiative to outsource the administration of the 
retail debt program to a private sector supplier, while maintaining its role as fiscal 
agent for retail debt. Under the terms of a contract with EDS Canada for the provision 
of operations and system support, Bank staff joined EDS in its Ottawa offices. This 
contract is for a term of 9.5 years and commenced 1 September 2001. The total 
one- time cost of outsourcing associated with this initiative was $23.2 million in 2001, 
all of which was recoverable from the Canada Investment and Savings Agency of the 
federal government. 


Restructuring 


With the outsourcing initiative completed, the Bank has undertaken to restructure 
its corporate services to align them with the needs of a smaller organization. This 
restructuring program is scheduled for completion in 2003. The following table 
provides information about the non-recurring costs associated with this program. 


2002 2001 
Millions of dollars 





Restructuring project costs 14.3 8.1 


| 
oe 
0 


Staff redundancies 


Curtailment loss from 


post-retirement benefits (note 9) PATS 8.9 
Unallocated corporate administration costs 6.3 HY 
Total 23.3 28.7 


In 2001, a liability of $5.8 million was established to meet future obligations related 
to staff redundancies. During 2002, no increase to this established liability was 
recorded and $1.4 million of the liability was utilized. The amount outstanding 
as at 31 December 2002 is $4.4 million and is included in All Other Liabilities. 
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FOR FURTHER 
INFORMATION ABOUT THE 
BANK OF CANADA 


PUBLICATIONS 


Monetary Policy Report and Update 


A detailed summary of the Bank's policies and strategies, 
as well as a look at the current economic climate and its 


implications for inflation. Reports published in April 
and October; Updates published in January and July. 
Without charge. 


Financial System Review 


Brings together the Bank’s research, analyses, 
and judgments on various issues and developments 
concerning the financial system. Published 


semi-annually. Without charge. 


Bank of Canada Review 


A quarterly publication that contains economic 
commentary and feature articles. By subscription. 


Bank of Canada Banking and Financial Statistics 


A comprehensive package of Canadian data. 
Published monthly. By subscription. 


Weekly Financial Statistics 


A 20-page package of banking and money market 
statistics. By subscription. 


INTERNET 


http://www.bankofcanada.ca 
Provides timely access to press releases, speeches 
by the Governor, most of our major publications, 


and current financial data. 


PUBLIC INFORMATION 


For general information on the role and functions 
of the Bank, contact our Public Information office. 
Telephone: 1-800-303-1282 

Fax: (613) 782-7713 

For information on unclaimed balances: 
Telephone: 1-888-891-6398 

Fax: (613) 782-7802 

E-mail ucbalances@bankofcanada.ca 


For information about these and other publications 
contact: 

Publications Distribution, 

234 Wellington Street, Ottawa, KIA 0G9 

Telephone: (613) 782-8248 

E-mail: publications@bankofcanada.ca 
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.Gerald Bouey 


Governor of the Bank of Canada from 1973 to 1987, 
died in February 2004 at the age of 83. 


‘T, and many Canadians, will remember Gerry as a consummate Governor, 


a man of enormous intellect and integrity.” — David Dodge, 9 February 2004 


Born in Axford, Saskatchewan, Gerald Bouey received his education in the three-room school 
in Trossachs, where his father was the Wheat Pool agent. He entered the world of banking at 
16 as a junior clerk at the Royal Bank in Weyburn. In 1941, he joined the RCAF, achieving the 
rank of Flight Lieutenant by the end of the war. 


Upon graduating from Queen’s University in 1948 with the University’s Economics Medal, he 
joined the Bank’s Research Department, becoming Department Chief in 1962. He was appointed 
Adviser to the Governor in 1965, Deputy Governor in 1969, and Senior Deputy Governor in 1972. 


Gerald Bouey was recognized as an expert on the Canadian banking system. He played a major 
role in the Bank’s submission to and appearance before the Royal Commission on Banking and 
Finance that led up to the 1967 revisions to the Bank Act and the Bank of Canada Act. 


In 1973, he succeeded Louis Rasminsky as Governor, beginning a 14-year tenure that would 
see him lead the Bank through the most turbulent and challenging economic period of the 
post-war era. The skill and wisdom that he brought to his position were widely recognized in 
international central banking circles. His strong leadership contributed importantly to Canada’s 
economic development and to the Bank’s growing international reputation. 


In 1981, he was made an Officer of the Order of Canada and also received an Honorary Doctor 
of Laws from Queen’s University. In 1983, he was presented with the Outstanding Public Service 
Achievement Award. In 1987, he was made a Companion of the Order of Canada. 


Those who worked with him over the course of his long and remarkable career will never forget 
Gerry Bouey and neither will his community to which he contributed to the very end through 
his many volunteer activities. His warm wit and generous spirit will be sorely missed. 
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27 February 2004 


The Honourable Ralph Goodale, PC, MP 
Minister of Finance 

140 O’Connor Street 

21* Floor 

Ottawa, Ontario 

K1A 0G5 


Dear Mr. Goodale, 


In accordance with the provisions of the Bank of Canada Act, 
I am submitting the Bank of Canada’s Annual Report for the 
year 2003 and the Bank’s audited financial statements as at 
31 December 2003. 


Yours sincerely, 


Ad 





OUR COMMITMENT nf 
TO CANADIANS ra ae 


¢ To contribute to the economic well-being 


of Canadians by 


— conducting monetary policy ina 
way that fosters confidence in the 


value of money 


— promoting the safety and soundness 


of Canada’s financial system 


— supplying quality bank notes that are 
readily accepted without concerns about 


counterfeiting 


e To provide efficient and effective central banking 


and debt-management services 


e To communicate our objectives openly and 


effectively and to be accountable for our actions 





This year’s cover shows the back of Canada’s new $100 note. The 
themes of exploration and innovation are illustrated with images 

of Canada’s achievements in cartography and communications. 

Samuel de Champlain’s 1632 map of Canada is juxtaposed with a 
satellite image of the country. An excerpt from Miriam Waddington’s 
poem, “Jacques Cartier in Toronto,” and its French translation by 
Christine Klein-Lataud, summarizes humanity's eternal quest for discovery. 
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Mae oro fh0G' E F ROM 
THE GOVERNOR 








At the Bank of Canada, we have worked hard over 


the past several years to define our goals and our 


methods for achieving them. We have continued to 


strengthen our monetary policy framework, and 


we have established priorities in all areas of our 


operations to help us meet our strategic objectives. 


In 2002, the Bank set out a medium-term plan for 


the period 2003-05. The plan’s clearly defined 


policy frameworks and priorities were critical in 


guiding our analysis and our decisions in 2003, 


a year in which Canadians across the country 


were affected by a number of severe and 


unanticipated events. 


MESSAGE FROM THE GOVERNOR 


In introducing our annual report for 2003, 
I would like to highlight some of the Bank’s 
activities and decisions during the year. 

I will begin with monetary policy. 


As 2003 opened, consumer price inflation was 
rising well above our 2 per cent target. We 
noted that certain one-time factors, including 
sharply higher automobile insurance premi- 
ums, were giving a temporary boost to infla- 
tion. But some broadening of price increases at 
the time indicated that the Canadian economy 
might have been operating somewhat closer 
to its level of full capacity than we had thought. 
There were also signs that expectations of 
near-term inflation were rising. Given the 
substantial degree of monetary stimulus in 
the economy, we decided to withdraw some 
of that stimulus by raising our key policy 
interest rate twice, in March and April, by 

a total of one-half of a percentage point, 

to 3 1/4 per cent. 


With these actions, we expected that inflation 
would gradually move back towards our target, 
consistent with the economy operating at full 
capacity over the medium term. But this out- 
look changed as a succession of shocks hit the 
Canadian economy. War in Iraq began towards 
the end of March, about the same time that 
SARS became a serious health concern in 
Canada. In May, one case of mad-cow disease 
was discovered in Alberta. The bad news 
continued in the third quarter, with forest 
fires in the West, a hurricane in the East, 
and a massive power outage in Ontario. 
While all of this was unfolding, the Canadian 
dollar was rising against the U.S. dollar at 

an unprecedented rate. 


Although it was difficult to determine the 
precise economic impact of each individual 
event, it was clear that their combined effect 
would be to slow growth during 2003, so that 
our economy would be operating further below 
its full potential by the end of the year than 


we had expected. In the summer, it also 
became clear that inflation was falling faster 
than we had anticipated. Against this rapidly 
changing backdrop, the Bank lowered its key 
policy rate in July and September by a total 
of one-half of a percentage point, returning it 
to 2 3/4 per cent, where it remained through 
the end of the year. 


Towards the end of 2003, the U.S. dollar 
weakened further against most major cur- 
rencies, including the Canadian dollar. The 
impact of the Canadian dollar’s appreciation 
vis-a-vis the U.S. dollar will continue to be 
felt in 2004 and beyond. 


At the Bank of Canada, we recognize that 
adjusting to the stronger currency will be one 
of the most important economic challenges 
facing Canadians in 2004 and 2005. 


Throughout last year’s economic challenges, 
our commitment to keeping inflation low, 
stable, and predictable continued to guide our 
actions. At year-end, inflation expectations 
remained well anchored to our 2 per cent tar- 
get, indicating that Canadians believe that the 
Bank will continue to honour this commitment. 


In our internal operations last year, we pur- 
sued the strategic priorities identified in our 
medium-term plan. These priorities fell into 
four broad areas: research and analysis, devel- 
oping partnerships, security for Canada’s 
bank notes, and organizational effectiveness. 
Overall, we made significant progress in 
achieving the plan’s first-year goals. 


The Ontario power outage, which affected our 
Ottawa headquarters and Toronto operations, 

tested our business-continuity plan. We quickly 
shifted key personnel to our backup facility in 
Ottawa, which allowed us to support Canada’s 
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most important financial clearing and settle- 
ment systems without interruption. The Bank 
provided extra liquidity to the financial system 
throughout the outage and during its imme- 
diate aftermath, to ensure that the system 
kept functioning smoothly. Essential services 
also continued uninterrupted in Toronto. The 
Bank’s business-continuity plan proved effec- 
tive, although the incident did reveal areas for 
potential improvement that we are addressing. 


Last year also saw progress in our objective 
to strengthen Canada’s financial infrastruc- 
ture. A new clearing and settlement system 
for securities, CDSX, began operations. Given 
the critical role of CDSX in the financial sys- 
tem, it was designated as falling under the 
Bank's oversight responsibility. And we con- 
tinued to support the international financial 
system, through our work in groups such 

as the Financial Stability Forum, the G-20, 
and the Bank for International Settlements. 


A key focus of our work in 2003 was 
to fulfill our commitment to supply 


Canadians with secure bank notes. 


We have increased our efforts to deal with the 
higher incidence of counterfeiting in recent 
years that has resulted from advances in photo 
reproduction technology. In 2003, we final- 
ized the designs for the higher-denomination 
notes in the Canadian Journey series, which 
include sophisticated new security features. 
The $20, $50, and $100 notes are scheduled 
to be issued in 2004. We also stepped up our 
work with retailers to help them spot coun- 
terfeits, strengthened our co-operative efforts 
with law-enforcement agencies, and continued 
our collaboration with other central banks on 
measures to deter counterfeiting. 


There were a number of key personnel 
changes at the Bank during 2003. Our Senior 
Deputy Governor, Malcolm Knight, left to take 
up the post of General Manager at the Bank 
for International Settlements, and Deputy 
Governor Chuck Freedman retired after nearly 
30 years of service at the Bank. Deputy Gover- 
nor Paul Jenkins was named Senior Deputy 
Governor, and two new Deputy Governors 
were appointed: David Longworth, formerly 
an Adviser at the Bank, and Mark Carney, 
formerly with Goldman Sachs. 


Also in 2003, the Bank said goodbye to 
three long-serving members of its Board of 
Directors—Paul Massicotte and Raymond 
Garneau of Quebec and Barbara Stevenson 
of Prince Edward Island. I thank them for 
their outstanding contributions. Jean-Guy 
Desjardins of Quebec and Ronald Keefe of 
Prince Edward Island were appointed to the 
Board during 2003, and J. Spencer Lanthier 
of Ontario was selected as Lead Director 

to replace Paul Massicotte. I wish to express 
my appreciation to the Board for their 
continuing support and wisdom. 


This past year certainly had its challenges, 
but throughout, the Bank kept its commitment 
to Canadians. You will find the details in the 
rest of this report. But let me close by saying 
that the Bank’s achievements during 2003 
owe much to the hard work, dedication, and 
professionalism of its staff. I am proud of 
their efforts and take this opportunity to 
publicly thank them all. 


Aes 


David A. Dodge 
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ieee OeoneINTE:S.S 
OF THE BANK 





As Canada’s central bank, the Bank of Canada’s 
responsibilities centre on the goals of low and stable 
inflation, a safe and secure currency, and stability 
in the financial system. The Bank is also the 
Government of Canada’s fiscal agent, managing 


its foreign exchange reserves and the public debt. 


A Three-Year Plan: Providing a Medium-Term Focus 


The Bank has just completed the first year of an ambitious three- 
year plan, focused on the goals of advancing leading-edge research, 
building partnerships with outside organizations and individuals, 
enhancing the security of Canada’s bank notes, and improving the 
Bank’s organizational effectiveness. 


During 2003, work continued to focus on attracting and retaining 
quality staff; improving the tools that staff need for their work and for 
collaborating with colleagues inside and outside the Bank; promoting 
knowledge sharing to enhance quality and productivity; and creating 
a work environment that encourages a diversity of people and ideas. 


Highlights of work planned for 2004 include launching new $20, $50, 
and $100 bank notes; enhancing business-continuity arrangements; 
and improving the operations and risk management of the govern- 
ment’s foreign exchange reserves. 


[11] 





Building Partnerships: Governor Dodge greets members of the audience 
prior to delivering the 2003 OPAS (Office for Partnerships for Advanced 
Skills) Visionary Seminar at Carleton University. 








Members of the Board’s Advisory Group on Currency examine new bank notes with Scientific Adviser Sara Church 


and Deputy Governor Pierre Duguay. 


GORPORATE 
GOWERNAN CE: 
PROVIDING 
LEADERSHIP 


Board of Directors 


Under the Bank of Canada Act, the Bank’s 
Board is composed of the Governor, the 


Senior Deputy Governor, and 12 independent 


Directors, appointed for three-year terms by 
the Minister of Finance with approval of the 
Governor-in-Council. The Deputy Minister 

of Finance sits on the Board as a non-voting 
member. The Board exercises its responsibil- 
ities for the governance of the Bank mainly in 
the areas of finance, human resources, and 
administration. The Governor is responsible 
for monetary policy and for the other business 
of the Bank. A more detailed description 

of the Bank’s organization and governance 
can be found in the new booklet About the 
Bank (also available on our Web site at 
www.bankofcanada.ca/en/pubs.htm). 


Board Stewardship in 2003 


In 2003, the Board’s responsibilities for suc- 
cession planning focused on several changes 
in senior staff. A Special Committee of the 
Board was established early in the year to 





search for a candidate to recommend for 
approval by Governor-in-Council. This fol- 
lowed the resignation of Malcolm Knight, 
who had served as Senior Deputy Governor 
since 1999. Mr. Knight accepted the position 
of General Manager of the Bank for Interna- 
tional Settlements in Basel, Switzerland, and 
the Board noted his important contribution 
to the effective management of the Bank. 





Pension Committee 
Established 


In September 2003, the Board of 
Directors approved the establishment 
of a Pension Committee to oversee the 
administration of the Bank’s pension 
plan, as well as the investment of pen- 
sion plan assets. The Committee will 
also be responsible for communication 
and member relations. The Committee 
is chaired by the Senior Deputy 
Governor and reports to the Board 
semi-annually. Three Directors, as well 
as three senior officers of the Bank, 
are also members. 
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David Dodge Paul Jenkins Spencer Lanthier 





Kins : eC] r Lantnt 
kee 


Governor Senior Deputy Governor Toronto, Ontario 
Appointed in March 2000 


James S. Hinds Barbara Hislop 





Sudbury, Ontario Vancouver, British Columbia 
Appointed in March 1996 Appointed in March 1998 
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Calgary, Alberta 
Appointed in April 1999 





Jean-Guy Desja 
Montréal, Quebec 
Appointed in March 2003 

lt Dicks 

St. John’s, Newfoundland and Labrador 
Appointed in December 2002 





Daniel FE. Gallivan 
Halifax, Nova Scotia 
Appointed in August 2000 


Ronald J. Keefe 


Charlottetown, Prince Edward Island 
vaNe) oLeytetcexe atm OXeiK0) 0c) ww 01 053 


Aldea Landry 
Moncton, New Brunswick 
Appointed in March 1996 


Armin Martens 
East St. Paul, Manitoba 
Appointed in December 2002 


Kevin Lynch | 
Deputy Minister of Finance 
Member Ex officio 





Note: Barbara Stevenson served on the Board in 2003 until 
the appointment of Mr. Keefe in October. 


Two positions were vacant on 31 December 2003. 


David Dodge 


Governor 


THE BOARD OF DIRECTORS 


Paul Jenkins 


Senior Deputy Governor 


James S. Hinds 


Member, Audit Committee, Human Resources 
and Compensation Committee, and Pension 
Committee 


Lawyer 


¢ Partner, Hinds and Sinclair 





J. Spencer Lanthier 








Lead Director; Chair, Audit Committee, 
Corporate Governance Committee, and Advi 
Group on Currency; and Member, Executive 
Committee 


Chartered Accountant 
¢ Member, Board of Directors, TSX Group Inc. 
¢ Member, Board of Directors, Gerdau AmeriStee 
¢ Member, Board of Directors, Ellis-Don Inc. 


¢ Member, Board of Directors, Intertape 
Polymer Group Inc. 


¢ Member, Board of Directors, TorStar Corporation 
¢ Member, Board of Directors, BCE Emergis Inc. | 
* Member, Board of Directors, 
Zarlink Semiconductor Inc. 
* Member, Board of Directors, RoyNat Canadian | 
Diversified Fund Inc. 








Barbara Hislop 


Member, Executive Committee, Corporate _ 
Governance Committee, and Human 


Resources and Compensation Committee 








¢ Board Member and Officer, Canfor Corporation — 

¢ President and CEO, Genus Resource 
Management Technologies Inc. 

¢ Member, Board of Directors, Forintek 
Canada Corporation 

¢ Member, Board of Directors, 
Hudson’s Bay Company 




















ADDITIONAL 





t Chan 


mber, Human Resources and Compensation 
mmittee and Advisory Group on Currency 


| incipal, KBC Enterprises Ltd. 

‘ember, Board of Directors, CV Technologies Inc. 
esident, Canada Education Inc. 

artner, Good Earth Art 


ember, Cabinet/Board 
ited Way of Calgary and Area 


| 
ul Dicks 


| 
| 


i ber, Human Resources and Compensation 


mittee and Pension Committee 





My 


er 


airman, Newfoundland and Labrador Hydro 
‘airman, Churchill Falls (Labrador) Corporation Ltd. 
airman, Lower Churchill Development Corporation Ltd. 
| 








(airman, Gull Island Power Company Ltd. 
} mber, Provincial Board of Directors 


| 


d National Governance Committee of 
nior Achievement of Canada 


I 
1 


| 
| ald J. Keefe 
ber, Audit Committee 


yer/Chartered Accountant 


| ner, Stewart McKelvey Stirling Scales 
feeent and CEO, Diagnostic Chemicals Ltd. 
ent, Communities 13 Inc. 

i Spell Read P.A.T. Learning Systems Inc. 
for M.F. Schurman Company Limited 
/ector, MPM Corporation and subsidiaries 








| in Martens 
n er, Audit Committee and Advisory 
ip on Currency 


Ojsional Engineer 
5 | 
Phident and Chief Executive Officer, Marwest 
Delopment Corporation 
: 
a and Officer, Marwest Group of Companies 
D ctor (Past President), German-Canadian Congress 











INFORMATION 


Jean-Guy Desjardins 


Member, Pension Committee and Advisory 
Group on Currency 


e President and Chief Executive Officer, Centria Inc. 
¢ Member, Board of Directors, Gaz Métro 
¢ Member, Board of Directors, Mega Bloks 


¢ Member, Board of Directors, Société de services 
financiers Fonds FMOQ inc. 


¢ Member, Board of Directors, Les Grands Ballets 
Canadiens de Montréal 


¢ Co-President, Major Donors Division, Centraide 
of Greater Montreal 


¢ Member, Board of Trustees, Canadian Centre 


¢ Member, Board of Directors, HEC Montréal for Architecture 
¢ Member, Board of Directors, Institut de recherches $ ae Board of Trustees, Montreal Museum 
cliniques de Montréal Foundation of Fine Arts Foundation 


¢ Member, Board of Directors, Montreal Museum 
of Fine Arts 


Daniel FE Gallivan 


Chair, Human Resources and Compensation Committee; and 
Member, Executive Committee, Corporate Governance Committee, 
Audit Committee, and Advisory Group on Currency 


Lawyer 


¢ Managing Partner, Cox Hanson O’Reilly Matheson 

¢ Director, Ombudsmen for Banking Services and Investments 
¢ Director, ASCO Canada Ltd. 

¢ Secretary, NovaScotian Crystal Limited 

¢ Director, Nova Scotia Sports Hall of Fame 

¢ Member, Accounting Standards Oversight Council 





Aldéa Landry 


Chair, Planning and Budget Committee 

and Nominating Committee (Fellowship 
Program); and Member, Executive Committee 
and Corporate Governance Committee 


Lawyer 


¢ President, Landal Inc. 

* Member, Board of Directors, Nexfor Inc. 

¢ Member, Board of Directors, The Shaw 
Group Limited 


¢ Member of the Advisory Board, Oxford Frozen 
Foods Limited 


¢ Chair, TVA National Advisory Group (National 
Television Network) 


¢ Member, Board of Directors, Beauséjour Medical 
Research Institute 


¢ Chair, Board of Directors, Atlantic ECONOMUSEUM® 
Corporation 


Kevin Lynch 


Deputy Minister of Finance 


Ex officio 


¢ Member, Executive Committee 
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GOVERNING COUNCIL: he Governing Council takes responsibility for monetary policy and for decisions concerning financial systems. 


DAVID LONGWORTH 


SHERYL KENNEDY 
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ORGANIZATION AND GOVERNANCE 


In early April, Deputy Governor Paul Jenkins Board Governance Practices 


was appointed Senior Deputy Governor. This ; 
The Board incorporates best governance 


practices and works to ensure that all its 
members are provided with information on 


appointment, together with the retirement of 
another Deputy Governor, Charles Freedman, 


after almost 30 years of service, led to the ; 
current issues in corporate governance. The 


new Directors appointed in 2003 received an 
in-depth orientation to familiarize them with 
the Bank and with their governance respon- 

sibilities. A new Lead Director, Mr. Spencer 


Board’s appointment of two new Deputy 
Governors: David Longworth, an Adviser to 
the Governing Council with 29 years of expe- 
rience at the Bank, and Mark Carney, recruited 


from the private sector firm of Goldman Sachs. ; 
Lanthier, was also appointed. 

The Board’s oversight of financial matters 

' ; The Board currently has six standing com- 

and risk management included their support 


for changes that created a separate depart- HI (OS EE COTS TSO TOE TTS 


thoroughly assess issues brought before it 


ment for Financial Services, as well as a ok 
for consultation or decision. 


Financial Risk Office to monitor the Bank’s 
activities as fiscal agent. e Executive Committee 


Although the Board is not responsible for the * Corporate Governance Committee 


conduct of monetary policy, its broad over- ¢ Human Resources and 

sight responsibility includes monitoring the Compensation Committee 
effectiveness of the process for monetary pol- ¢ Audit Committee 

icy formulation. To gain perspective on the ¢ Planning and Budget Committee 


Bank’s work, the Directors met in private 
session with the Special Adviser, Andrew 
Spence, a financial markets expert, who 

worked with the Bank’s management for 
a one-year period ending in August 2003. 


e Pension Committee 


e Advisory Group on Currency 


Freedman Festschrift 


A conference was organized as a special tribute 
to acknowledge the contribution of Deputy 
Governor Charles Freedman to research in the 
field of central banking and monetary policy. The 
Freedman Festschrift attracted wide international 
ey-Taa (el) ey-\d lela acovaa da\-w-Ve-Celanlomycoldel-lareMacelan 
other central banks. A collection of the papers 
presented at the Festschrift will be published 
later in 2004. 


Bill White, Bank for International Settlements (top) and 
Charles Freedman address the conference. 








Executive Management Committee (left to right) Standing: David Dodge, Governor; Mark Jewett, General Counsel/Corporate Secretary; Sheila Vokey, Chief, Financial 
Services Department; Mark Carney, Deputy Governor; Sheryl Kennedy, Deputy Governor; Paul Jenkins, Senior Deputy Governor. Sitting: Janet Cosier, Adviser on Strategic 
Planning and Risk Management; Pierre Duguay, Deputy Governor; David Longworth, Deputy Governor; Sheila Niven, Chief, Corporate Services Department. The Executive 
Management Committee is responsible for matters related to the strategic direction and management of the Bank. 


Through these committees, the Board provided 
guidance on a number of issues in 2003, 
including the implementation of a new strategy 
on bank notes, a review of the expenditure- 
authority framework and related procurement 
policy, a new governance structure for the 
pension plan, and input to the plan for a new 
service-delivery structure for human resources. 
The Board reviewed the terms of reference 
of all its committees in 2003 to ensure that 
they reflected current best practices. 


To ensure that independent Directors can 
candidly exchange their views, the Lead 
Director chairs private sessions at each 
Board meeting. In 2003, the Board continued 
the annual practice of setting aside time 

to review and discuss its own stewardship 

to ensure that best practices of corporate 
governance are achieved. 


Directors are paid according to a fee struc- 
ture recommended by the government and 
approved by Order-in-Council. For 2003, 
the total remuneration to independent 
Directors was $251,700. 
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MONETARY 
POLICY 


“The Canadian economy proved exceptionally 
resilient in the face of the global downturn and is 
well-positioned to cope with the recent challenges. 
... This performance owes much to the skillful 
implementation of the authorities’ monetary and 
fiscal policy framework, as well as the structural 


reforms introduced since the early 1990s.” 


2004 Article [V Consultation with Canada, Statement of the IMF Mission (19 November 2003) 


The Bank of Canada’s monetary policy contributes to good economic 
performance and a rising standard of living by keeping inflation low, 
stable, and predictable. The centrepiece of the monetary policy frame- 
work is an inflation-control target range for the consumer price index 
(CPI). By aiming to keep inflation at the 2 per cent midpoint of this 

1 to 3 per cent range, monetary policy minimizes the distortions caused 
by inflation and contributes to greater stability in economic activity. 


Meeting the Inflation Target 


The major policy challenge that the Bank faced in the first few 
months of 2003 was a high and rising inflation rate, coupled with 
concerns that demand for Canadian products might rise above the 
production capacity of our economy as the global recovery picked up. 
The Bank’s measure of core CPI inflation, which had risen sharply 
towards the end of 2002, remained close to the top of the Bank’s 
target range through the first quarter of 2003, averaging 3.1 per cent. 
Although this largely reflected the one-time influence of higher 
insurance premiums and other special factors, there were also signs 
that strong domestic demand in some sectors was pressing against 
capacity. Meanwhile, total CPI inflation had climbed to 4.5 per cent 
under the influence of further increases in the world prices of oil and 
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natural gas. In view of this and other evidence 
of broadening price pressures, the Bank raised 
its target overnight interest rate by 50 basis 
points in two steps in March and in April, 
bringing the overnight rate to 3.25 per cent. 


In the second and third quarters of 2003, 
the Canadian economy was hit by a number 
of unusual shocks, including the outbreak of 
severe acute respiratory syndrome (SARS) 
in Toronto; the discovery of an isolated case 
of bovine spongiform encephalopathy (BSE) 
in Alberta; an electrical blackout in Ontario; 





Working in Partnership 
with Other Researchers 


Research staff in all the Bank’s analytic 
departments have been very active, 
presenting their findings at academic 
and policy conferences around the 
world and working in partnership with 
researchers at other institutions. In 
2003, Bank research staff participated 
in some 205 academic and policy 
workshops, conferences, and seminars; 
worked jointly with 31 external research 
partners; and hosted 25 lectures. In 
addition to its annual research confer- 
ence, the Bank also hosted three work- 
shops involving outside experts and 
practitioners—one on global economic 
modelling, a second on stochastic 
dynamic general-equilibrium models, 
and a third on financial innovation. A 
listing of the Bank’s economic research 
appears in the annual Bank of Canada 
Publications Catalogue. 


and, most importantly, for the economy as a 
whole, a sharp appreciation of the Canadian 
dollar. The resulting weakness in aggregate 
demand, combined with some pass-through 
to prices from the stronger Canadian dollar 
and downward price pressures associated 
with the unwinding of excess inventories and 
the reversal of temporary factors, caused 
both the core and total CPI to return to the 

2 per cent midpoint of the target range much 
earlier than expected. With increased excess 
capacity in the economy, a somewhat weaker 
near-term economic outlook, and an unex- 
pectedly rapid decline in inflation, the Bank 
decided to cut the target overnight rate by 

25 basis points in July and again in September, 
returning the target rate to 2.75 per cent. 


Both core and total CPI inflation continued 
to ease through the late summer and early 
autumn, reaching lows of 1.5 per cent and 
1.6 per cent, respectively, before moving up 
towards year-end. By December, total CPI 
inflation had temporarily returned to 2 per 
cent, while core CPI inflation had risen to 
2.2 per cent, reflecting special factors in 
December 2002. The Bank expects these 
rates to fall significantly below 2 per cent 
in the first quarter of 2004. 


Consumer Price Index 
Year-over-year percentage change 





Target range 


Target midpoint 


1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 


* CPI excluding the eight most volatile components and the effect of changes 
in indirect taxes on the remaining components 


Assessing Domestic and 
International Developments 


Monetary policy decisions are based on a wide 
range of information and analysis. As a trading 
nation, Canada is particularly affected by 
developments beyond its borders, especially 
those in the United States. In 2003, the most 
important of these were the timing and 
strength of the U.S. economic recovery, the 
large imbalances that emerged in the global 
trading system, and the major realignment 
of currency values that they seemed to have 
triggered. Assessments of international 
developments and prospects draw on staff 
analysis, on forecasts by the International 
Monetary Fund (IMF) and the Organisation 
for Economic Co-operation and Development 
(OECD), and on information exchanged at a 
host of international meetings in which the 
Bank of Canada regularly participates. 


The implications of international and domestic 


developments for the Canadian economy are 
considered from many perspectives. Using a 
model of the Canadian economy, staff prepare 
a baseline economic projection, as well as risk 
analyses around this forecast. This is supple- 
mented with more detailed sectoral and struc- 
tural analysis and information obtained from 
monetary and credit aggregates, credit avail- 
ability, interest rate spreads, and the interest 
rate expectations of financial market partici- 
pants. Staff working out of the Bank’s five 
regional offices also conduct quarterly surveys, 
which provide insights into the outlook and 
planning of businesses. Plans are underway 
to release the results of these surveys 
beginning in 2004. 


Bank of Canada’s 
Fellowship Program 


In September 2002, the Bank launched a 
Fellowship Program designed to encourage 
leading-edge research and to develop expert- 
ise in Canada in the fields of macroeconom- 
ics, monetary economics, international 
finance, and the economics of financial mar- 
kets and institutions (including issues related 
to financial stability). Successful candidates 
receive an annual stipend for a renewable 
five-year period, as well as additional funds 


for research assistance and related expenses. 


The first two fellowships were awarded in 
February 2003 to Professor Michael Devereux 
(an international economist teaching at the 
University of British Columbia) and Professor 
Shouyong Shi (a monetary theory economist 
teaching at the University of Toronto). Both 
recipients are internationally recognized 
researchers with exceptional track records. A 


third Fellowship will be awarded early in 2004. 
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Carrying Out Longer- 
Range Research 


Research that seeks to improve our under- 
standing of the economy and, at the same 
time, explores the implications of alternative 
policies is central to the design and effective 
implementation of the monetary policy 
framework. Consistent with the Bank’s 2002 
medium-term plan, greater attention is being 
given to broadening our research and analyt- 
ical activities on structural and sectoral 
issues, as well as to establishing research 
partnerships with outside institutions and 
individuals. 


In 2003, the Bank’s research focused on the 
following areas: development of new models 
for policy analysis and for projections of U.S. 
and Canadian economic activity; examination 
of the leading-indicator properties of asset 
prices and credit markets for future output 
growth and inflation; and investigation of 
several structural issues, such as the chang- 
ing nature of the pass-through from 
exchange rate movements into final goods 
prices, and how firms set prices for the 
goods and services they sell. The research 
program is available on the Bank’s Web site 
at www.bankofcanada.ca. 
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Operating Expenses 


The Bank spent $54.6 million in 2003, or 
approximately 20 per cent of its total operating 
expenses, on formulating, implementing, and 
communicating monetary policy, compared 
with $51.1 million in 2002. The bulk of this 
increase is a result of actuarially determined 
accounting expenses associated with deferred 
employee benefit plans sponsored by the 
Bank, which affect all functions of the Bank. 


Monetary Policy Activities as a 
Proportion of Total Bank Expenses 





CURRENCY 


The Bank of Canada is responsible 
for providing Canadians with 
secure bank notes that can be 
used with confidence. In recent 
years, this confidence has been 
threatened by the rise in coun- 


terfeiting made possible by the 


proliferation of technologically 
advanced equipment, available 


at affordable prices. 


The Bank has responded to this threat by 
developing a three-pronged strategy encom- 
passing security, communication, and 
compliance (deterrence and enforcement). 
Significant progress was made in all three 
areas in 2003—three high-denomination 
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notes in the Canadian Journey series, which 
incorporate state-of-the-art security features, 
were prepared for issue; counterfeit-detection 
training activities with retailers and other 
groups were expanded; and information 
networks were established with Crown pro- 
secutors. At the same time, however, the 
incidence of counterfeiting reached new 
proportions, underlining the importance 

of the Bank’s actions. 


Incidence of Counterfeiting 


The value of counterfeit notes detected in cir- 
culation rose to $12.7 million (443,000 notes) 
in 2003, from $4.9 million (208,000 notes) 
in 2002. The $10 and $20 denominations 
were the most frequently counterfeited. 

The number of fraudulent $10 notes was 





Legal Tender 


The Bank is often asked why bank notes 
are called “legal tender” if merchants 
may refuse them. 


The term “legal tender” describes the 
money approved for paying debts or set- 
tling commercial transactions. This does 
not compel anyone to accept that form 
of payment. The method of payment 
used in a transaction is a matter of private 
agreement between the parties involved. 


In Canada, legal tender consists of coins 
issued by the Royal Canadian Mint and 
bank notes issued by the Bank of 
Canada. The Bank of Canada Act gives 
the Bank the sole authority to issue 
bank notes for circulation in Canada. 


Value of Counterfeit Bank Notes 
Found in Circulation 


§ millions 
14 
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particularly high in proportion to the volume 
of genuine notes in circulation. There was also 
a marked increase in counterfeit $50 notes. 





Enhancing Bank 
Note Security 


The Bank has significantly increased its 
efforts to enhance bank note security in the 
past two years. It fundamentally reassessed 
the various security elements used on bank 
notes and selected new and sophisticated 
features for incorporation into the three 
high-denomination notes ($20, $50, and 
$100) of the Canadian Journey series. The 
Bank expects to issue all three notes in 2004. 





New Security Features on the $100 Note 


Holographic stripe 


As the angle of the note changes, brightly coloured numerals (100) and maple leaves 
“move” within this shiny metallic stripe on the front of the note. Colours shift from 
gold to green to blue and other hues. 


Watermarked portrait 


Watermarks are part of the paper itself and can be seen from both sides of the note. 
When the note is held up to the light, a small, ghost-like image of the portrait is 
revealed, along with a small number 100. 


See-through number 


Irregular marks printed on the front and the back of the note, between the watermark 
and the large numeral, form a complete and perfect number 100 when the note is held 
up to the light. 


4 | Windowed colour-shifting thread 


A continuous, solid vertical line appears on the right-hand side on the front of the note 
when it is held up to the light. From the back, this security feature looks like a series of 
exposed metallic dashes that shift from gold to green when the note is tilted. 


Web site: www.bankofcanada.ca/en/banknotes 
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(Top) Governor Dodge and Deputy Governor Pierre Duguay entertain children 
with a reading of Roch Carrier's The Hockey Sweater on Christmas Eve. (Right) 
Children enjoy the “Count Your Pennies” exhibit at the Bank's Currency Museum. 


The new $100 note, with its theme of 
Exploration and Innovation, was unveiled in 
a ceremony in Halifax on 28 January 2004. 
Same-day media briefings were also held at 
each of the Bank’s regional offices. The new 
$100 note will be issued on 17 March 2004. 
Unveiling the note prior to its introduction 
into circulation gave the Bank an opportunity 
to familiarize law-enforcement agencies, 
retailers, and financial institutions with the 
new, easy-to-recognize security features 
(see box on page 31). 


Research carried out in 2002 confirmed that 
the public has less difficulty recognizing the 
security features and verifying the authenticity 
of bank notes that are in good condition. 

The Bank therefore developed new standards 
and, in 2003, began to improve the quality 
of notes in circulation. Worn notes are now 
replaced sooner, and a larger quantity of 
notes is being destroyed. This initiative is 
particularly important for the $5, $10, and 
$20 notes, which circulate most heavily. 





As an international threat, counterfeiting 
demands a coordinated international response. 
The Bank collaborates regularly with other 
central banks on initiatives related to all 
aspects of bank note issuance (see box on 
Pacific Rim Conference, page 34). The Bank 
is also a member of the Central Bank 
Counterfeit Deterrence Group, established in 
1993 by the governors of the G-10 central 
banks. The group’s main task has been the 
development of a system that prevents the 
copying of bank notes by personal computers 
and digital-imaging tools. The system does 
not track the use of a personal computer, and 
consumers should not notice any difference 
in the performance of products equipped with 
this technology. Deployment of this system 
continued in 2003 with its voluntary adoption 
by several leading manufacturers of personal 
computer hardware and software. 
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Informing the Public 





A marked increase in counterfeit $100 notes in 
2001 led some retailers to refuse high-denomi- 
nation bank notes. The Bank is concerned 


Currency Museum 


about the impact such refusals may have on 
public confidence in our currency’s integrity 
and intensified its efforts to improve the ability 
of retailers to identify counterfeit notes. 


The Currency Museum, which is housed 
in the Bank's head office in Ottawa, 
plays a vital role in educating the pub- 


lic, especially younger audiences, about 
The Bank has also conducted quarterly sur- 


veys of the incidence of bank note verifica- 
tion and outright non-acceptance among money—bank notes, coins, and other 

retail establishments. These are among the objects. An interactive exhibit, “Count 
first such surveys ever undertaken by a cen- 


the role and historical importance of 


Your Pennies,” was developed in 2003 
tral bank. The results indicate that, on aver- 


age in 2003, the $100 note was accepted by 
95 per cent of businesses and checked by 
59 per cent, although the results vary by new school program called “Inflation 
region. Both figures are up about 5 percentage Busters” uses a series of interactive 
points from the first survey in 2002, which 


to illustrate the cost of shopping during 
the first half of the 20th century. A 


games, simulations, and discussions to 
represents a notable improvement. 
teach students about the causes and 


The Bank is using these survey results to effects of inflation, and how the Bank 
be more proactive in its dealings with retail 
organizations. It has successfully convinced 
some retailers that both their interests and 
those of their customers are better served received an Award for Outstanding 

when they check bank notes rather than Achievement in the education-program- 


refusing some denominations, and that notes 


of Canada uses monetary policy to keep 


inflation low and stable. The program 


ming category from the Canadian 
can be checked quickly and reliably. Conse- ae 
quently, several large national retail and fast- BAUS UIns ASSeclayiOn: 
food restaurant chains have rescinded their During the year, the Museum welcomed 
policy of refusing high-denomination notes. 

close to 30,000 visitors. Another 
Much of the Bank’s information effort is 3,400 visitors viewed the travelling 


aimed at community outreach programs ae. - 
; pee ; exhibit “The Colour of Your Money 

delivered by representatives from the Bank’s 

five regional offices. Counterfeit-awareness 


programs, such as “Don’t Pass the Buck” 


in other regions of the country. 


sae : On average, over the last four months 
workshops initiated in Calgary in collabora- 


tion with the local community, have been of the year, about 32,000 pages were 
held in cities and towns across the country, viewed monthly on the Museum's 
often with the participation of local police Web site (www.currencymuseum.ca). 
forces, chambers of commerce, business 


associations, and private industry. 





Bonnie Schwab, Chief, Department of Banking Operations, is presented with the gavel at the opening of the XVI Pacific Rim Banknote 
_ Printers’ Conference hosted by the Bank. Nopporn Pramojaney, Managing Director of the Bank of Thailand’s Note Printing Works and chair 
___ of the previous conference, looks on. 








2 Pacific rain International Collaboration 








In partnership with its two printers, Canadian Bank Note Company Limited and BA International 
-Inc., the Bank hosted the XVI Pacific Rim Banknote Printers’ Conference (PRBPC) in Banff, 
Alberta, in September 2003. ; 


This biennial event fosters the exchange of information between member countries on bank 
note design, production, distribution, and security. At the 2003 conference, multinational tech- 
nical working groups reported on joint research on intaglio plate-making, automatic bank note 


inspection, bank note distribution practices, and digital counterfeiting. 


The Bank of Canada is one of the founding members of the PRBPC and had last hosted the con- 
ference in 1977. The XVI conference attracted 73 participants from 15 member and 4 observer 
nations who contributed actively to the sharing of ideas and expertise that meetings such as 
the PRBPC promote. 
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Promoting Compliance 


The Bank works closely with law-enforce- 
ment agencies and prosecutors to help them 
appreciate the seriousness of counterfeiting 
as a crime. In 2003, the Bank expanded its 
relationship with key contacts among police 
forces and developed a Victim Impact 
Statement detailing the economic and social 
costs associated with counterfeiting. A national 
network was established by the RCMP to 
improve the tracking of counterfeiting inci- 
dents and deterrence measures in all regions 





Reproduction of Bank 
Note Images 


The reproduction of bank note images 
is protected by the Criminal Code of 
Canada and the Copyright Act. This 
federal legislation empowers the Bank 
to authorize reproductions that it 
deems appropriate. 


In consultation with the Canadian 
advertising industry and law-enforce- 
ment agencies, the Bank has developed 
a policy requiring that anyone wishing 
to reproduce bank note images first 
obtain the Bank’s written permission. 
The Bank will ordinarily consent to the 
reproduction of bank note images if 
there is no risk that this could lead to 
counterfeiting activities. 


The Bank's policy is posted on its Web 
site (www.bankofcanada.ca/en/ 
banknotes/legislation/repro.html). 


of the country. An information network for 
federal, provincial, and territorial Crown 
prosecutors was also created. 


The Bank has established a Law-Enforcement 
Award of Excellence that will be presented 
annually to a police officer who demonstrates 
outstanding commitment and initiative in 
counterfeit prevention and enforcement. The 
first award will be presented at the Canadian 
Association of Chiefs of Police 2004 Annual 
Conference in Vancouver. 


Operating Expenses 


Operating expenses for the currency function 
in 2003 were $101.9 million, about 37 per 
cent of the Bank’s total operating expenses. 
This represents an increase of $23.1 million 
from 2002. 


Much of this rise relates to the production of 
bank notes to meet higher quality standards 
for circulating notes and to build up invento- 
ries prior to the launch of the new high- 
denomination notes. The increase also reflects 
the expansion of communications initiatives 
to deter counterfeiting, as well as the devel- 
opment of improved security features. 


Currency Activities as a 
Proportion of Total Bank Expenses 
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Speakers at the Bank’s December 2003 Research Conference: (left) Michel Poitevin, Université de Montréal; (right, top to 
bottom) Douglas Gale, New York University; Xiaodong Zhu, University of Toronto; Usha Mittoo, University of Manitoba 


The safe and efficient operation 

of financial institutions, markets, 
and clearing and settlement sys- 
tems is crucial to economic activ- 


ity, both in Canada and abroad. 


As part of its commitment to 

Canadians, the Bank undertakes 
various activities to promote the 
efficiency, safety, and soundness 


of the financial system. 


Douglas | 
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Controlling Risk in Clearing 
and Settlement Systems 


The Bank is responsible for the oversight 
of key clearing and settlement systems. Its 
objective is to be satisfied that the risk-con- 
trol mechanisms in these systems virtually 
eliminate the possibility that a disruption in 
their operation could have severe repercus- 
sions across the financial system and the 
economy as a whole. 


Over the past five years, Canada has made 
significant progress in developing state-of-the- 
art clearing and settlement systems. During 
2003, this trend continued as a new securities 
clearing and settlement system called CDSX 
began full operations. This system, which is 
owned and operated by The Canadian Deposi- 
tory for Securities Ltd. (CDS), brings together 
the operations of the Debt Clearing Service 
and the Securities Settlement Service. Almost 
all debt and equity trades in Canada now 
settle through CDSX. CDSX meets or exceeds 
international standards for the safe and effi- 
cient operation of such systems and is one 

of the most advanced securities clearing and 
settlement systems in the world. In March 
2003, this critical system was designated 
under the Payment Clearing and Settlement 
Act, which brought it under the formal over- 
sight of the Bank. 


Activity at the CLS (Continuous Linked 
Settlement) Bank, which began operations 

in 2002, continues to grow rapidly. Designed 
to practically eliminate the risk associated 
with the settlement of foreign exchange trades, 
in September 2003 the CLS Bank added four 
new currencies to the seven already eligible 
for settlement in the system. A number of new 
banks also joined the system during 2003. 
The CLS Bank is currently estimated to settle 
about 40 per cent of the world’s foreign 
exchange trades and is quickly becoming 


“best practice” in the settlement of such trades. 
The Bank oversees the management of the 
risks associated with the settlement of 
Canadian-dollar transactions in a co-opera- 
tive oversight arrangement with the New 
York Federal Reserve Bank and with other 
central banks whose currencies are involved 
in transactions settled in the system. 


As part of its oversight activities, the Bank 
of Canada is developing Memorandums of 
Understanding (MOUs) with the operators of 
major domestic clearing and settlement sys- 
tems, the Canadian Payments Association 
(CPA), and CDS. These MOUs are designed to 
govern the relationship between the Bank as 
the oversight agency and the operators that 
are responsible for the safe and efficient 
operation of these systems. In addition, the 
Bank is reviewing its oversight processes, 
recognizing that its oversight activities are 
becoming increasingly focused on the safe 
and efficient operation of these systems, 
rather than on their design. 


Business-Continuity 
Planning 


Business-continuity planning has been a pri- 
ority for the Bank for a number of years, from 
the perspective of the Bank’s responsibilities 
for oversight of clearing and settlement sys- 
tems and its role in financial markets and 

as agent for the federal government. Events 
such as the 1998 ice storm in Eastern 
Ontario and Western Quebec, the Y2K threat, 
the 2001 terrorist attacks in the United 
States and, during 2003, the SARS outbreak 
and the power blackout in Ontario continued 
to underscore the importance of these plans. 


Key clearing and settlement systems (where 
transactions worth hundreds of billions of 
dollars are settled every day) are at the centre 
of Canada’s financial system, and their 
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The Bank’s Response 
to the Ontario Power 
Blackout in August 2003 


The Bank's business-continuity plan suc- 
cessfully met the challenge of the 
Ontario power blackout. Critical opera- 
tions were quickly and effectively 
moved from head office to the backup 
site, and the Bank was able to supply its 
key banking services to major clearing 
and settlement systems and to manage 
the federal government's funding 
requirements without any disruption. 
The Bank also provided extra liquidity to 
the financial system and maintained 
contact with various financial market 
participants during this period to pro- 
mote the effective functioning of the 
Canadian financial system. 


Arrangements established with the IDA 
and others for determining when mar- 
kets are closed and for communicating 
with market participants during contin- 
gency situations proved effective. Given 
the uncertainty about the reliability of 
power once it was returned and the 
provincial government’s request to 
reduce energy consumption, the Bank 
continued to operate at its backup site 
for the entire week following the initial 
blackout. The dedication of its staff was 
a key factor in the Bank's ability to pro- 
vide critical services without disruption 
during this time. 


reliable operation is important not only to 
their participants, but also to other entities 
in the economy that rely on them. In January 
2003, the Bank convened a meeting of the 
operators and major participants of Canada’s 
critical clearing and settlement systems to 
encourage them to examine more closely 

the ability of these systems to withstand and 
recover promptly from severe shocks and 

to continue to provide critical services. The 
focus of the Bank’s concern is on the system- 
wide implications of the business-continuity 
plans developed by system operators and 
their major participants and whether coordi- 
nation of business-continuity planning activi- 
ties is warranted. Following that meeting, 
the CPA and CDS agreed to jointly lead a 
working group to address these issues. 

This group is making substantial progress. 


The Bank of Canada worked with the Capital 
Markets Committee of the Investment Dealers 
Association of Canada (IDA), the Canadian 
Foreign Exchange Committee, and other 
market participants, to ensure that arrange- 
ments are in place to facilitate co-operation 
when disruptions affect financial markets. 
In 2003, the Canadian Foreign Exchange 
Committee established a working group to 
focus on operational and back-office issues, 
including business-continuity planning. In 
September, this group met in New York with 
similar groups from other financial centres 
around the world. 


In addition, the Bank continuously examines 
its own business-continuity plans to ensure 
that the Bank of Canada’s operations sup- 
porting key clearing and settlement systems 
and the government’s funding requirements 
are as resilient as possible. To this end, the 
Bank has taken further measures to provide 
effective operations at its backup site, to 
strengthen its internal and external commu- 
nications procedures, and to investigate the 





Participants at the December Conference, “The Evolving Financial System and Public Policy”: (left to right) Joseph Atta-M 


Kina Chenard, Université Laval; Gerald Goldstein, Office of the Superintendent of Financial Institutions 


possible use of manual operations out 

of its Montréal and Toronto locations if 
needed to support the government’s funding 
requirements. 


Promoting the Efficiency of 
Canadian Capital Markets 


The Bank has a particular interest in well-func- 
tioning and efficient Canadian capital markets. 
One way the Bank contributes to their develop- 
ment is through various partnerships, both for- 
mal and informal. Through its regional offices 
in Toronto, Montréal, and New York, as well as 
through various speeches and presentations, 
the Bank worked to reinforce connections with 
the private sector and to enhance long-standing 
relationships with various regulatory and pub- 
lic sector agencies and associations, such as the 
Investment Dealers Association of Canada, the 
Canadian Foreign Exchange Committee, and 
the Canadian Securities Administrators (CSA). 
For example, the Bank hosted a series of meet- 
ings with the Department of Finance, the Office 
of the Superintendent of Financial Institutions 
(OSFI), and members of the CSA to provide a 
forum for dialogue among the various regulato- 
ry authorities in securities markets across juris- 
dictions. In addition, it worked with the Bond 


Market Transparency Committee and with the 
Department of Finance to support enhanced 
transparency in fixed-income markets. In par- 
ticular, the Bank and the Department of 
Finance made contributions with regard to the 
amendments to the ATS Rules being developed 
by the CSA.’ 


The Bank continues to explore ways to pro- 
mote active debate on issues concerning 

the financial system. With the publication in 
December 2002 of its new semi-annual docu- 
ment, the Financial System Review, the Bank 
is now providing information on a variety 

of topics of interest to policy-makers, market 
participants, regulators, and academics. It has 
also increased the frequency of the confer- 
ences it hosts to discuss financial system issues. 
In May 2003, the Bank hosted a workshop 
that addressed the implications of innovations 
in financial instruments and in December a 
conference titled “The Evolving Financial 
System and Public Policy.” The Bank also 
sponsored sessions at the 2003 meetings of 
the Northern Finance Association and pro- 
vided an award for the best research paper 
on the development of capital markets. 


———___—— 


1. Alternative trading systems (ATSs) are electronic financial marketplaces that 


incorporate quotation and trading services. These systems are a recent develop- 


ment in Canada. 


ensah, Bank of Canada; 
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In the past couple of years, the Bank has 
undertaken an increasing amount of 
research examining various issues related to 
financial stability, financial innovation in cap- 
ital markets, capital market efficiency, the 
management of operational risk in clearing 
and settlement systems, and the development 
of certain specialized markets and infrastruc- 
tures. The Bank regularly invites academics 
to make presentations to its staff and actively 
supports joint working arrangements 
between its staff and outside researchers. 


The Bank and International 
Financial Stability 


During 2003, the Bank continued to support 
activities designed to promote international 
financial stability. Some examples include 


¢ the continued development and promotion 
of a framework for the prevention and res- 
olution of international financial crises; 


¢ participation in a number of international 
groups involved in financial stability issues, 
such as the G-7, the G-20, the Financial 
Stability Forum, and various BIS commit- 
tees. On behalf of the G-20, the Bank of 
Canada and the Deutsche Bundesbank 
are organizing a workshop on developing 
sound domestic financial markets to be 
held in Ottawa in April 2004; 


¢ participation in the development and 
analysis of the proposed revisions to the 
Basel Capital Accord, which are designed 
to promote more effective risk manage- 
ment within banks and to align the banks’ 
capital more closely with the risks that they 
are incurring; 


e the provision of technical assistance to 
a number of countries participating in 
Financial System Assessment Programs 
carried out by the IMF. 


Operating Expenses 


Operating expenses for the financial system 
function in 2003 were $24.4 million, or 
approximately 9 per cent of the Bank’s total 
expenses. In 2002, this function was part 

of central banking services. Expenditures 
increased in 2003, primarily reflecting an 
increase in staff resources (and the associated 
benefit and support costs) consistent with 

the Bank’s medium-term plan objectives for 
policy development, research, and operations 
in this function. 


Financial System Activities as a 


Proportion of Total Bank Expenses 








The Bank’s Trading Room 


FaOINiDss 
MANAGEMENT 


The Bank’s most significant role 
in the area of funds management 
is that of fiscal agent to the 
Government of Canada. In carry- 
ing out its responsibilities as 
fiscal agent (banking services, 
treasury management, debt and 
reserves management), the Bank 
conducts operations, carries out 
research and analysis, provides 
policy advice, undertakes com- 
plex business decisions, and 


makes significant investments 








in its systems and people to 


support the goals of cost- 


effectiveness and efficiency. 


In 2003, the governance structure surround- 
ing these activities was strengthened and for- 
malized. This structure incorporates a Funds 
Management Committee composed of mem- 
bers from the Bank of Canada and the 
Department of Finance to oversee and pro- 
vide direction for the overall management of 
the government’s foreign and domestic assets 
and liabilities. The Bank also enhanced the 
independence of its risk-management over- 
sight, by establishing the Financial Risk 
Office to monitor the risk positions and per- 
formance outcomes of its fiscal-agent activi- 
ties. Finally, a formal strategic and working 
relationship was established among the 
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Department of Finance, Public Works and 
Government Services Canada, and the Bank 
that encompasses banking and treasury 
management. 


Key Program Changes 


With respect to the domestic debt program, 
efforts continued to be directed at increasing 
operational efficiency and promoting a well- 
functioning market for Government of Canada 
securities. One related initiative was advanc- 
ing the timing of treasury bill and associated 
auctions to mid-morning, when most of the 
trading in the money market occurs. 


In line with the government’s objective of 
reducing the share of fixed-rate debt from 
two-thirds to 60 per cent by 2007/08, the 
amount of treasury bills outstanding increased 
to $117 billion (up $13 billion) as the floating- 
rate share of the debt increased to 37.7 per 
cent from 35.6 per cent. To support the liqui- 
dity of the benchmark-bond program in the 
face of continued reductions in the bond stock, 
the Bank conducted buyback operations, 
thus maintaining gross issuance of about 
$42 billion. In addition, the Bank and the 
Department of Finance conducted a review 
of the Real Return Bond program within the 
broader context of the debt-program structure. 


Foreign reserves, held in the Exchange 

Fund Account (EFA) to provide the govern- 
ment with general foreign-currency liquidity 
and to provide funds to help promote orderly 
conditions in the foreign exchange market, 
decreased by US$0.9 billion to US$36.3 billion. 
Funding activity by the Bank was limited to 
US$0.2 billion, since the appreciation of the 
euro and market revaluation partially offset 
US$3.6 billion in maturing liabilities. Since 
1998, the EFA has been managed in an asset- 
liability-matching framework to minimize 
market risk and exchange rate risk. The net 
liability position, which has gradually been 


reduced through the orderly purchase of U.S. 
dollars in the foreign exchange market since 
the last intervention episode in 1998, was 
eliminated in mid-2003. 


In December 2003, the government’s gold 
bullion sales program was completed. Since 
1980, the government had been following 

a policy of selling its gold at a gradual and 
controlled pace to enhance the liquidity 
and rate of return of its portfolio of interna- 
tional reserves. 


The operational efficiency and the capacity to 
measure risk and performance in the Exchange 
Fund portfolio were significantly enhanced 
through the successful implementation of a 
new system to capture, monitor, and process 
transactions. This will serve as the official 
system of record for the EFA. 


Operating Expenses 


Operating expenses for funds management in 
2003 were $31.0 million, or approximately 
11 per cent of the Bank’s total expenses. In 
2002, this function was part of central bank- 
ing services. Expenses related to systems 
infrastructure have increased to meet the 
medium-term-plan objectives of providing 
high-quality, effective, and efficient funds- 
management services to the Government 

of Canada. 


Funds-Management Activities as a 
Proportion of Total Bank Expenses 





RETAIL DEBT 
SERVICES 


Under its retail debt program, 
the government issues tradition- 
al Canada Savings Bonds (CSBs), 
which are redeemable at any 
time, and Canada Premium 
Bonds (CPBs), which are issued 


at a higher interest rate than 





CSBs but are redeemable only 
annually. A new retail debt prod- 
uct, the Canada Investment Bond 
(CIB), was introduced as a pilot 
in the autumn of 2003 to be sold 


only through investment dealers. 
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This product is a longer-term instrument that 
is transferable and redeemable upon maturity. 
Bonds are available through a network of sales 
agents, as well as through organizations 
sponsoring the Payroll Savings Program, 

and through direct sales by telephone or 

via the Internet. 


As fiscal agent for the government, the Bank 
is responsible for providing operations and 
systems-support services, accounting, and 
advice for the retail debt program. The pro- 
gram is directed by the Department of Finance 
through its agency, Canada Investment and 
Savings, which is responsible for the strategic 
direction of the business, including products, 
sales, marketing, and public relations. 


Achieving Cost-Effective 
Back-Office Operations 


In September 2001, the Bank entered into a 
contract with EDS Canada for the provision 
of back-office services. Through its Debt 
Administration Office, the Bank remains 
accountable for the delivery of these services 
and for managing the contract with EDS. 
This outsourcing has been the primary 
means of achieving cost-effectiveness over 
the last couple of years. Following a 4 per 
cent cost reduction in 2002, a further decline 
of 9 per cent was realized in 2003. The stip- 
ulated service levels with EDS continued to 
be met consistently, and a customer survey 
completed in the first half of 2003 indicated 
that customers rank the service as very high. 


In addition to the continuous improvement 
in the cost-effectiveness of operations that is 
expected to come from outsourcing, the retail 
debt program began focusing in late 2002 
and through 2003 on new initiatives to fur- 
ther reduce operating costs. 


e The back-office operations contract 
for bonds held in registered retirement 
savings plans (RRSPs) or registered 
retirement income funds (RRIFs) was 


re-tendered at an annual savings of 
$1.0 million. Service levels for these 
operations will remain unchanged. 


e A Web-based system was implemented 
to permit customers who purchase bonds 
through payroll deductions to make 
inquiries and redeem their bonds on-line, 
without the intervention of a customer- 
service representative. To date, more than 
40 per cent of redemptions for these cus- 
tomers are handled through the more 
cost-effective automated services. 


¢ Some of the retail debt is sold and held on 
behalf of customers by investment dealers. 
The register for these holdings was moved 
to the Canadian Depository for Securities 
in order to use the existing processes and 
infrastructure of the investment-dealer 
community for selling and managing debt 
instruments. When fully implemented with 
all investment dealers, this initiative will 
result in longer-term cost savings for both 
the program and the dealers. 


Operating Expenses 


Operating expenses for retail debt services 
were $63.8 million, or 23 per cent of the 
Bank’s total operating expenditures. 
Expenses in 2003 decreased by $6.5 million 
from 2002, partially because of the comple- 
tion of depreciation on the major systems 
supporting this function. 


Retail Debt Activities as a 
Proportion of Total Bank Expenses 
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ReenV cree Oe 
AND EXPENSES 





Revenue from Investments 


Total revenue from investments in 2003 was unchanged from 2002 
at $2.0 billion. The main source of revenues is interest earned on 
holdings of federal government securities. After expenses, the net 
revenue paid to the Government of Canada in 2003 was $1.8 billion, 
as in 2002. 


Net revenue is not a good indicator of the Bank’s management 
performance. The Bank deals in financial markets to achieve policy 
goals, not to maximize its revenues. For this reason, the level of 
operating expenses is a better indicator of the Bank’s stewardship 
of public resources. 


Operating Expenses 


Strategic Initiatives 


The Bank’s medium-term plan (MTP) for 2003 to 2005 established 
a number of strategic priorities. These priorities fall into four broad 
areas—research and analysis, building partnerships, securing 
Canada’s bank notes, and increasing organizational effectiveness. 


Operating expenses in 2003 rose to $212 million, an increase of 
$41 million from 2002. Over half of this increase—$23.1 million— 
represented an increase in expenditures in the currency function 
relating to the Bank’s three-pillar strategy for securing bank notes. 
This strategy involves significant investments in bank note security, 
education, and compliance initiatives over the medium term. Most 
of the increase in expenses in 2003 related to the preparation for 
issuance of the new $20, $50, and $100 notes in 2004. The launch 
of the new $100 note in early 2004 represented significant progress 
in this priority area. 


Progress in the other priority areas of the Bank’s MTP—research and 
analysis, partnerships, and organizational effectiveness—occurred 
primarily through the work programs of the Bank’s three other 
main functional areas: monetary policy, the financial system, and 
funds management. Operating expenses for these three functions 
combined rose by $17.9 million, reflecting both labour inputs and 
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Operating Expenses 
Monetary policy, currency, financial system, and funds management 
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infrastructure costs. Initiatives in these areas 
included: broadening and deepening the 
Bank’s research on structural and regional 
issues, the efficiency of capital markets, and 
the stability of our financial system; enhancing 
business-continuity capabilities; supporting 
funds-management activities for the govern- 
ment; attracting and retaining qualified staff; 
and improving the delivery of client and 
corporate services. 


Salaries and Benefits 


The Bank’s compensation strategy offers a 
market-competitive total compensation pro- 
gram aimed at attracting and retaining staff. 


In 2003, the salary-range increase for Bank 
staff was 2 1/2 per cent. Total salaries also 
rose as a result of a compositional shift in 
staff towards more analytic and research 
professionals and fewer clerical positions, 
reflecting the combined effect of efficiency 
measures and staffing to meet strategic ini- 
tiatives. Current benefit expenses rose along 
with staff changes and as a result of rising 
health and dental costs. 


Over half of the total increase in salaries and 
benefits in 2003 was due to accounting pro- 
visions. A one-time adjustment of $3 million 
was made to recognize re-earnable perform- 
ance pay in the year earned. In addition, 
approximately $8 million of the increase 

in benefit expenses resulted from updated 
estimates and assumptions as specified in 


Canadian Institute of Chartered Accountants 
standards. The annual expenses recorded for 
future benefit obligations can be particularly 
sensitive to the stipulated annual discount rate. 
The notes to the financial statements provide 
a comprehensive review of these expenses. 


Other Expenses 


Retail Debt Services 


The Bank has provided services on a cost- 
recovery basis to Canada Investment and 
Savings—the agency of the Department of 
Finance responsible for the government’s 
retail debt program—since the agency's 
inception in 1996. 


In 2003, expenses for retail debt operations 
continued to decline as they have done each 
year since 2001, when the Bank outsourced 
its retail debt operations to EDS Canada. 


Salary Expenses 
Monetary policy, currency, financial system, funds management, 
and retail debt services 
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Retail debt services 
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BANK OF CANADA 
FINANCIAL REPORTING RESPONSIBILITY 


The accompanying financial statements of the Bank of Canada have been prepared by man- 
agement in accordance with Canadian generally accepted accounting principles and contain 
certain items that reflect -best estimates and judgment of management. The integrity and 
reliability of the data in these financial statements is management’s responsibility. 
Management is responsible for ensuring that all information in the Annual Report is 
consistent with the financial statements. 


In support of its responsibility, management has developed and maintains financial and 
management control systems and practices to provide reasonable assurance that transac- 
tions are properly authorized and recorded, that financial information is reliable, that the 
assets are safeguarded and liabilities recognized, and that the operations are carried out 
effectively. The Bank has an internal Audit Department, whose functions include reviewing 
internal controls, including accounting and financial controls and their application on an 
ongoing basis. 


The Board of Directors is responsible for ensuring that management fulfills its responsibilities 
for financial reporting and internal control and exercises this responsibility through the Audit 
Committee of the Board. The Audit Committee is composed of members who are neither offi- 
cers nor employees of the Bank and who are financially literate, with at least one member 
who is a financial expert. The Audit Committee is therefore qualified to review the Bank’s 
annual financial statements and to recommend their approval by the Board of Directors. The 
Audit Committee meets with management, the Internal Auditor, and the Bank’s external audi- 
tors who are appointed by Order-in-Council. The Audit Committee has established processes 
to evaluate the independence of the Bank’s external auditors and reviews all services provided 
by them. The Audit Committee has a duty to review the adoption of, and changes in, account- 
ing principles and procedures that have material effect on the financial statements, and to 
review and assess key management judgment and estimates material to the reported financial 
information. 


These financial statements have been audited by the Bank’s external auditors, Deloitte & 
Touche LLP and Raymond Chabot Grant Thornton, General Partnership and their report is 
presented herein. They obtain an understanding of the Bank’s internal controls and proce- 
dures for financial reporting to plan and conduct such tests and other audit procedures as 
they consider necessary in the circumstances to express an opinion in their report present- 
ed herein. The external auditors have full and unrestricted access to the Audit Committee 


to discuss their audit and related findings. 


S. Vokey, CA, Chief Accountant 





D.A. Dodge, Governor 


Ottawa, Canada 


BANK OF CANADA ANNUAL REPORT 2003 


AUDITORS OF THE BANK OF CANADA 
VERIFICATEURS DE LA BANQUE DU CANADA 


AUDITORS’ REPORT 
To the Minister of Finance, registered shareholder of the Bank of Canada 


We have audited the balance sheet of the Bank of Canada as at 31 December 2003 and 
the statement of revenue and expense for the year then ended. These financial statements 
are the responsibility of the Bank’s management. Our responsibility is to express an opinion 
on these financial statements based on our audit. 


We conducted our audit in accordance with Canadian generally accepted auditing stan- 
dards. Those standards require that we plan and perform an audit to obtain reasonable 
assurance whether the financial statements are free of material misstatement. An audit 
includes examining, on a test basis, evidence supporting the amounts and disclosures in 
the financial statements. An audit also includes assessing the accounting principles used 
and significant estimates made by management, as well as evaluating the overall financial 
statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial 
position of the Bank as at 31 December 2003 and the results of its operations and its cash flows 
for the year then ended in accordance with Canadian generally accepted accounting principles. 


Dele th ¢ Jovd xP fog Ce bo! Grom] (onl 


DELOITTE & TOUCHE LLP RAYMOND CHABOT GRANT THORNTON 
General Partnership 
Chartered Accountants Chartered Accountants 


Ottawa, Canada 
20 January 2004 
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BANK OF CANADA 
STATEMENT OF REVENUE AND EXPENSE 
Year ended 31 December 2003 


REVENUE 
Revenue from investments, net of interest 
paid on deposits of $42.4 million ($8.3 million in 2002)...........::ceseettee: 


EXPENSE by function (notes 1 and 3) 
Monetary Policy................sccssscsssccssssserseonsceesteessneensoecsespenssorsceesssensasssncesnacenanacsones 


CUT CY gers oe ies ee seen n cec cee wae Bato op tgaev nar enter eaea su Ashgekncvuneseanyn gin Ae onsisvacwas eginaoesa ress 
Fimancial System ..............:..sssssssscessseessseeneeseecensenseeenstevcrssesssessassestesensesseeseaesesons es 


Funds management .....0..2.0.:c..scccssrcenseseneccenscsnaceterseestentecsenssnzscsonstcosscssenensarecseaces 


Retail debt Services CXPCMSES ............cescscceeessseceeessneeecesnseeecensrsseeerersseeeeentneeee® 


Retailldebtasenkvi CesmneCOVienleSur ccc eeseesceeetaertce sees scecieoancnes moc sesaa anes Meteencss oan tonne 


OTHER EXPENSE 
Restructuring costs (Note 12) .........cceceeeseeeeeseeeeeseeeeseasesenseeeenteeenseceeetnaeesteeeeeees 


NET REVENUE PAID TO 
RECEIVER GENERAL FOR CANADA 0000... et et eeeene ene eneensensens 


(See accompanying notes to the financial statements.) 


2003 2002 
Millions of dollars 





1,971.5 2,016.6 





54.6 en beat 
101.9 78.8 
24.4 15.9 
31.0 Zod 





211.9 170.9 


63.8 70.3 
(63.8) (70.3) 





211.9 170.9 


= Zax 





211.9 194.2 





1,759.6 1,822.4 
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BANK OF CANADA 


BALANCE SHEET 
As at 31 December 2003 








2003 2002 
ASSETS Millions of dollars 
Deposits in foreign currencies ‘ 
WS) dotlans ices. vse mt wrace dee se ss ete ee Ae ee EN eC 532.9 674.2 
Other CULT eNneleS Ceara) at etal tries A eetaee tn ene erage eS 8.4 4.4 
541.3 678.6 
Advances to members of the Canadian 
Payments ‘Association (Mote 4) :....:.0:2..cisc0.cssc0ncheodelrnecs chen ceepadscativanieaseciselhcogsscs ras 534.9 
Investments (note 5) 
Treasury, bills iof Canddacc.3 cee ooo ener aL eR a eee deans re eG i eae 
Other securities issued or guaranteed by 
Canada maturing within three years 4..6.1..0.4..1-0:4. ce eit 8,534.3 S57 153 
Other securities issued or guaranteed by 
Canada not maturing within three yearsn-5..i2....00ts.0- 0h. bvescee cece. 20,130.5 18,648.7 
Other MmveStmen th pe oatscce espe te eae ee al a ee a ae 2.6 2.6 





41,178.6 40,335.7 


Banik‘ premises, (noté..6)-.205.20. Gene ot ek ee a ee 130.9 13%). 


Other assets 
Securities purchased under resale agreement ...........cccccccescessesecsecsceesceseessees 1,902.1 1,904.8 
All other assetsi(note: Dat h e eatin oe tie OR ee ey eT. 365.0 209. 
2,267.1 2,274.5 
44,117.9 43,958.8 














(See accompanying notes to the financial statements.) 
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LIABILITIES AND CAPITAL 


Bank notes in circulation ................ 


Deposits 


Government of Canada .................. 


Other members of the Canadian 


Payments Association ..............00+ 


Other deposits .........: Wine ce temen ees 


Liabilities in foreign currencies 


Government of Canada .................. 


Other liabilities 


AlleothetattabilitieSme et uessesreesceees 


Capital 


Share capital (note 8).............:e 


Statutory reserve (note 9) .............. 


bol 


D.A. Dodge, Governor 





(See accompanying notes to the financial statements.) 





2003 2002 

Millions of dollars 
a sigh er Rs od Dae oan tart 1p NA Re ere aE Ty 42,190.6 41,146.7 
Ce at Vee es eh tae ne 533.0 534.6 
Pa Ae Deed Bee ovata ee Ue Pel mantn Maas akethe esos 359.5 1,065.5 
come Die: He tea aoe SEAMEN Op LR Ses <a dm Saree ae 140.8 125.8 
SRR ni rd SOONER MRNA CAR oe RT Na iS A 337.2 415.0 





1,370.5 2,140.9 


ONG ce Sh OLSEN CESCOLBE Rcte AGERE GE PSct noon ua oa acHigcuce 403.0 516.2 


LEA LN aa OEE AIRY tree nee ety cece EN 123.8 125.0 





44,087.9 43,928.8 








Estunon: Whee oe code ewe cer havoc dhs Svena MagenassPeemonsgeaeaenss 5.0 5.0 
Vi caneeiie shee at SOR S SOAR acrid eSupOC Bb iar BasooEncoa sea sdcao 25.0 25.0 
30.0 30.0 





44,117.9 43,958.8 


ay 


S. Vokey, CA, Chief Accountant 


On behalf of the Board I 7 
dea cbor 
ie bls andl] 


A. Landry, Q.C. 
Chair, Planning and Budget Committee 
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BANK OF CANADA 


NOTES TO THEFINANCIAL STATEMENTS 
Year ended 31 December 2003 


1. The business of the Bank 


The Bank of Canada’s responsibilities focus on the goals of low and stable inflation, 
a safe and secure currency, financial stability, and the efficient management of gov- 
ernment funds and public debt. These responsibilities are carried out as part of the 
broad functions described below. Expenses in the Statement of revenue and expense 
are reported on the basis of these five corporate functions as derived through the 
Bank’s activity based costing allocation model. 


Monetary policy 


Contributes to solid economic performance and rising living standards for Canadians 
by keeping inflation low, stable, and predictable. 


Currency 


Designs, produces, and distributes Canada’s bank notes, focusing on counterfeit deter- 
rence through research on security features, public education, and partnership with 
law enforcement; replaces and destroys worn notes. 


Financial system 


Promotes safe, sound, and efficient financial systems, both within Canada and 
internationally. 


Funds management 


Provides high-quality, effective, and efficient funds-management services for 
the government, as its fiscal agent; for the Bank; and for other clients. 


Retail debt services 


Ensures that all holders of Canada Savings Bonds, Canada Premium Bonds, 

and Canada Investment Bonds have their information registered and their accounts 
serviced through efficient operations and systems support. The Bank recovers the cost 
of retail debt operations. 


2» ~Significant accounting policies 


The financial statements of the Bank are in accordance with Canadian generally 
accepted accounting principles and conform to the disclosure and accounting require- 
ments of the Bank of Canada Act and the Bank’s bylaws. A Statement of cash flows 
has not been prepared as the liquidity and cash position of the Bank are not of pri- 
mary concern to users of these financial statements. Other information regarding 
the Bank’s activities may be derived from the Statement of revenue and expense 
and the Balance sheet. 
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The significant accounting policies of the Bank are: 
a) Accounting estimates 


The preparation of financial statements in accordance with Canadian generally accepted 
accounting principles (GAAP) requires management to make estimates and assumptions 
that affect the amounts recorded in the financial statements and notes to financial state- 
ments. These estimates are based on management’s best knowledge of current events 
and actions that the Bank may undertake in the future. Actual results may differ from 
those estimates. 


b) Revenues and expenses 
Revenues and expenses are accounted for on an accrual basis. 
c) Employee benefit plans 


The Bank sponsors a number of defined-benefit plans that provide pension and other 
post-retirement and post-employment benefits to most of its employees. The Bank 
accrues its obligations under these benefit plans and the related costs, net of plan 
assets. The costs and the obligations of the plans are actuarially determined using 
the projected benefit method and using management's best estimate of expected plan 
investment performance, salary escalation, retirement ages of employees, and expected 
health care costs. Management considers that the assumptions used to determine the 
accrued benefit obligation and the net benefit cost of pension and other retirement ben- 
efits are of a long-term nature, which is consistent with the long-term nature of 
employee future benefits. 


The benefit expense (income) recognized in the period consists of the current service 
cost, plus interest on the obligation, less expected return on assets, plus amortization 
of past incurred costs and actuarial gains and losses. For this purpose, the current 
service cost of employee benefits and the interest cost on the liability are reported 
as incurred. The expected return on assets for the year is based on a target rate of 
return per annum applied to the market-related value of plan assets, which is based 
on the market value of assets adjusted to amortize over five years the annual excess 
(shortfall) of investment returns in relation to target returns. Amortization of past 
incurred costs such as the initial transitional obligation and the cost of plan amend- 
ments is carried out over the expected average remaining service lifetime (EARSL) 
of plan members, which has been determined to be 12 years for the pension plans 
and for the severance pay and retiring allowance program, 14 years for the post- 
retirement health care plan, and 7 years for post-employment benefits plans. 
Cumulative actuarial gains (losses) are amortized over EARSL to the extent they 
exceed 10 per cent of the greater of the benefit obligation and the market-related 
value of plan assets. 


During 2003, the Bank adopted the proposed accounting recommendations of the 
Accounting Standards Board, “Employee Future Benefits — Additional Disclosures” 
(see note 10). 
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d) Translation of foreign currencies 


Assets and liabilities in foreign currencies are translated to Canadian dollars at the 
rates of exchange prevailing at year-end. Investment income is translated at the rate 
in effect at the date of the transaction. The resulting gains and losses are included in 
the Statement of revenue and expense. 


e) Advances 


Advances to members of the Canadian Payments Association are liquidity loans that 
are fully collateralized and generally overnight in duration. The Bank charges interest 
on advances under the Large Value Transfer System (LVTS) at the Bank Rate. 


f) Investments 


Investments, consisting mainly of Government of Canada treasury bills and bonds, 
are recorded at cost and are adjusted for amortization of purchase discounts and 
premiums using the constant-yield method for treasury bills and bankers’ acceptances 
and the straight-line method for bonds. The amortization, as well as gains and losses 
on disposition, are included in the Statement of revenue and expense. 


g) Securities Lending Program 


The Bank operates a Securities Lending Program to support the liquidity of 
Government of Canada securities by providing a secondary and temporary source 

of these securities to the market. These securities-lending transactions are fully collat- 
eralized and are generally overnight in duration. The securities loaned continue to be 
accounted for as investment assets. Lending fees charged by the Bank on these transac- 
tions are included in revenue at the date of the transaction. 


h) Bank premises 


Bank premises, consisting of land, buildings, computer hardware/software and other 
equipment, are recorded at cost less accumulated depreciation. Computer software is 
capitalized only when its cost exceeds $2 million. Depreciation is calculated using the 
straight-line method and is applied over the estimated useful lives of the assets, as 
shown below. 





Buildings 25 to 40 years 
Computer hardware/software 3 to 7 years 
Other equipment 5 to 15 years 





i) Securities purchased under resale agreements 


Special purchase and resale agreements (SPRAs) are repo-type transactions in which 
the Bank offers to purchase Government of Canada securities from designated counter- 
parties with an agreement to sell them back at a predetermined price on the agreed 
resale date, generally the next business day. The Bank is prepared to enter into SPRAs 
at the policy target rate, defined as the midpoint of the operating band for the 
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overnight interest rate (i.e., 25 basis points below the Bank Rate), if overnight funds 
are generally trading above the indicated target level. SPRAs are transacted with 
primary dealers, a subgroup of government securities distributors that have reached 
a threshold level of activity in the Government of Canada debt markets. 


Term repurchase agreements are also repo-type transactions in which the Bank 
acquires Government of Canada securities from designated counterparties with an 
agreement to sell them back at a predetermined price on an agreed resale date, gener- 
ally over more than one business day. The transactions are carried out at market 
determined rates of interest, and as with SPRAs, term repurchase agreements are 
transacted with primary dealers. 


The balance sheet category Securities purchased under resale agreements represents 
collateralized lending transactions. As such, this includes amounts at which the securi- 
ties were originally acquired. 


j) Deposits 
The liabilities within this category are Canadian-dollar demand deposits. 


The Bank pays daily interest on Government of Canada deposits at a market deter- 
mined rate, specifically, at the weighted average yield on the shortest maturity 
(typically one business day) of Government of Canada term deposits that are 
auctioned each morning to a group of eligible financial market participants. 


For banks and other members of the Canadian Payments Association, the Bank pays 
interest on positive balances associated with the LVTS at the lower end of the operating 
band for the overnight interest rate (50 basis points below the Bank Rate). On special 
Deposit Accounts, which serve as collateral for LVTS participants, the Bank pays 
interest at the published overnight rate less a margin, which was 6.25 basis points 
at 31 December 2003 (6.25 basis points in 2002). 


For other financial institution deposits, the Bank pays interest at a rate varying from 
0% for non-interest-bearing accounts to a daily rate calculated on the average three- 
month treasury bill less 0.20%. 


k) Securities sold under repurchasing agreements 


Sale and repurchase agreements (SRAs) are reverse repo-type transactions in which 
the Bank offers to sell Government of Canada securities to designated counterparties 
with an agreement to buy them back at a predetermined price the next business day. 
The Bank is prepared to enter into SRAs at the policy target rate, defined as the mid- 
point of the operating band for the overnight interest rate (i.e., 25 basis points below 
the Bank Rate), if overnight funds are generally trading below the indicated target 
level. SRAs are transacted with primary dealers, a subgroup of government securities 
distributors that have reached a threshold level of activity in the Government of 
Canada debt markets. SRAs are treated as collateralized borrowing transactions 

and recorded at the amounts at which the securities were originally sold plus 
accrued interest. 
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1) Insurance 


The Bank does not insure against direct risks of loss to the Bank, except for potential 

liabilities to third parties and where there are legal or contractual obligations to carry 
insurance. Any costs arising from these risks are recorded in the accounts at the time 
they can be reasonably estimated. 


Expense by classes of expenditure 





2003 2002 
Millions of dollars 
DALaNICS! coos. eas ct Meteo neahe: wis tees Se siaocingeniten eetnasaneces serena one etc eee 79.2 699 
Benefits and other staff expenses: ..........c000...ssodscccsessenesseesaees BME ree 25.7 553 
CUNT CII CYC OSES 78s ac Mancogent nd dt neceehacaah nceh emergent ares aan ouch eee ak ee 46.6 — me Fe 
Premisesmaintenance We. cncnt cde tees a aha he see ae ee 21.5 US, 
BELVICES ATG SUP PLOS eae ceec ho sacem ase ee Cacen nee ee it ee cee eee 93.4 905 
Ic) 9) fe £: U1) 1 apeaens SBA ie actruretn ante aed gry Pan rie Winnie, Sena Lee iy Sree (50S sll St 19.3 24.3 
285.7 249.8 

Recoveries 
RetailydebtServicess scree tee eee ee Ee oar (63.8) (70.3) 
(0) A 0s a eRe nt ee MN He he ae ily Diane Pina ee er mee PS wat eC pore se hae (10.0) (8.6) 
211.9 170.9 
Restruchiring and: related Costs nics 2. 25.ccut nent ats lets oe eee ms Me he 623.3 
dS eee eat rane tors ene, Caer REN aba cy ot nee Rg VRE Mae Nd A a 211.9 194.2 


Recoveries represent the fees charged by the Bank for a variety of services. 


Advances to members of the Canadian Payments Association 


In November 2003, the Canadian Payments Association and the Bank of Canada 
moved from same-day settlement to next-day settlement environment for payment 
items cleared through the Automated Clearing Settlement System (ACSS). This elimi- 
nated the need to backdate the results of payments settling through the ACSS. 


The elimination of retroactive settlement means that the results are recognized on 
the Bank’s books the day the items actually settle in the ACSS. In addition, the opera- 
tion of the ACSS no longer requires advances to (or deposits from) members of the 
Canadian Payments Association, which are reflected in the Bank’s balance sheet 
(advances in 2002 were $534.9 million). 
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Investments 
2003 2002 
Millions of dollars Millions of dollars 
Amortized Fair market Average Amortized Fair market Average 
Securities cost value yield % cost value yield % 
Treasury bills 
of Canada 12,511.2>  12,521.3 2.8 LS IS e4 13,126.3 3.0 
Other securities issued 
or guaranteed by 
Canada maturing 
within 3 years 8,534.3 8,842.5 5.4 Soules 8,883.8 5.6 
Other securities issued 
or guaranteed by 
Canada maturing 
in over 3 years but 
not over 5 years 5,760.2 6,147.5 5.6 4,599.5 4,968.7 6.0 
Other securities issued 
or guaranteed by 
Canada maturing 
in over 5 years but 
not over 10 years 9,027.9 9,749.5 5.8 Qe) 10,039.9 6.0 
Other securities issued 
or guaranteed by 
Canada maturing 
in over 10 years 5,342.4 6,026.9 6.2 4,823.3 Doon 6.3 
41,176.0 43,287.7 40,333.1 42,417.2 
Other investments 2.6 2.6 2.6 2.6 
41,178.6 43,290.3 40,335.7  42,419.8 














The Bank typically holds its investments in treasury bills and bonds until maturity. 
The amortized book values of these investments approximate their par values. 
There were no securities loaned under the Securities Lending Program at 

31 December 2003. 


Bank premises 





























2003 2002 
Millions of dollars Millions of dollars 
Accumulated Net book Accumulated Net book 
Cost depreciation value Cost depreciation value 
Land and buildings 167.5 81.6 85.9 167.5 78.3 89.2 
Computer hardware/ 
software Dida hi 43.0 14.7 Sao 42.7 10.8 
Other equipment 136.8 107.7 Pb P3529 O59 29.6 
362.0 232.3 (as Pere 356.5 226.9 129.6 
Project in progress WZ - 1.2 5:5 - 5.9 

















363.2 232.3 130.9 362.0 226.9 i /Siei 
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The project in progress consists of the replacement of the HR service delivery system. 
Depreciation, on a straight-line basis over 5 years, will commence in 2004 upon comple- 
tion of the project. 


The Bank’s new automated system that forms the core of foreign reserves management 
was placed into production in the current year and is included in the category Computer 
hardware/software. 


All other assets 


This category includes accrued interest on Canadian investments of $257.9 million 
($267.9 million in 2002). It also includes the pension accrued benefit asset of 
$78.6 million ($70.7 million in 2002). 


Share capital 


The authorized capital of the Bank is $5.0 million divided into 100,000 shares with 
a par value of $50 each. The shares are fully paid and, in accordance with the Bank 
of Canada Act, have been issued to the Minister of Finance, who is holding them on 
behalf of the Government of Canada. 


Statutory reserve 


The rest fund was established in accordance with the Bank of Canada Act and repre- 
sents the statutory reserve of the Bank. The statutory reserve was accumulated out of 
net revenue until it reached the stipulated maximum amount of $25.0 million in 1955. 


Employee benefit plans 


The Bank sponsors a number of defined-benefit plans that provide pension and other 
post-retirement and post-employment benefits to most of its employees. The pension 
plans provide benefits under a Registered Pension Plan and a Supplementary Pension 
Arrangement. 


Description of plans 
a) Pension benefit plans 


The Bank of Canada Pension Plan was established in accordance with the provisions 
of the Bank of Canada Act. The Plan is a contributory defined-benefit plan that covers 
the majority of the Bank’s employees. The Plan provides for retirement pension, sur- 
vivors’ pensions and refunds occasioned by termination of employment or death. 
Pension calculation is based mainly on years of service and average pensionable 
income and is generally applicable from the first day of employment. In 1992, a 
Retirement Compensation Arrangement was introduced to supplement the pensions 
of those employees who contribute above the maximum for the registered pension 
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plans prescribed by Canada Customs and Revenue Agency. The Pension is indexed 
to reflect changes in the Consumer Price Index on the date payments begin and each 
January 1st thereafter. On 1 December 2003, as a result of the Bank’s new pension 
governance structure, the Bank appointed an independent trust company (CIBC 
Mellon Trust Company) as Trustee of the Bank’s Pension Trust Fund. Prior to 
December 2003, the trustees were appointed individually by the Bank’s Board 

of Directors. 


b) Other benefit plans 


The Bank sponsors post-retirement health, dental, and life insurance benefits, as well 
as post-employment self-insured Long-Term Disability (LTD) and continuation of 
benefits to disabled employees. The Bank also sponsors a severance pay and retiring 
allowance program for the majority of its employees. There are no requirements 
regarding the funding of those programs. 


Funding policy 


Contributions to the Pension Plan are determined by actuarial valuations which are 
made at least on a triennial basis. The most recent actuarial valuation for funding 
purposes of the Plan was done as of 1 January 2002. These valuations are done in 
accordance with legislative requirements and with the recommendations of the 
Canadian Institute of Actuaries for the valuation of pension plans. Employees are 
required to contribute to the Plan a percentage of their pensionable salary, which is 
5.7% up to the Year’s Maximum Pensionable Earnings (YMPE) and 7.5% of salary in 
excess of the YMPE until a maximum of 35 years of credited service. As a result of 
the current excess funded status of the Pension Trust Fund, the Bank has been 
required to take a legally mandated contribution holiday as of 1 January 2000. 
The next actuarial valuation for funding purposes will be done as of 1 January 2005. 
For the Supplementary Trust Fund, the Bank, as a plan sponsor, is responsible for 
any funding requirements. 


Plan assets, benefit obligation, and plan status 


Pension benefit plans Other benefit plans 














2003 2002 2003 2002 

Millions of dollars Millions of dollars 
Change in fair value of plan assets! 
Fair value of plan assets at beginning of year 639.2 690.6 - - 
Bank’s contributions 3.1 aed - - 
Employees’ contributions 5.2 5.1 - - 
Benefit payments and transfers (26.2) (22.0) - - 
Actual return on plan assets 105.5 (S722) - - 
Fair value of plan assets at end of year 726.8 639.2 - ~ 


1. Plan assets are held in the Bank of Canada Pension Trust Fund and the Supplementary Trust 
Fund. Based on the fair value of the plan assets held at 31 December 2003, the Pension Trust 
Fund’s assets were composed of 59.6% in equities, 27% in bonds, 10% in real return assets, 
2% in real estate assets, and 1.4% in short-term securities and cash. The Supplementary 
Trust Fund’s assets were composed of 53% in equities and 47% short-term securities. 
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Plan assets, benefit obligation, and plan status (cont’d) 


Change in benefit obligation 


Pension benefit plans 


Other benefit plans! 





2003 2002 


2003 2002 





Millions of dollars 


Millions of dollars 


Benefit obligation at beginning of year 612.1 486.4 106.4 87.4 
Service cost 17.7 VSne 4.4 el 
Interest cost 33.9 2922, 5.8 Sy 
Benefit payments and transfers (26.2) (22.0) (6.6) (5.4) 
Plan amendments - 27.6 - - 
Actuarial loss 25.8 77.6 rat 16.4 
Release of obligation due to curtailment rs eae + 2 Seale AO 
Benefit obligation at end of year 663.3 612.1 112.7 106.4 
Plan status 
Excess (deficiency) of fair value of plan assets 

over benefit obligation at end of year 63.5 aa (112.7) (106.4) 
Unamortized net transitional (asset) obligation (100.6) (113.2) 29.2 33.0 
Unamortized cost of amendments 24.2 26.5 5.0 6.0 
Unamortized net actuarial loss 91.5 130.3 18.2 15.9 
Accrued benefit asset (liability) 78.6 “70 (60.3) (51.5) 


. Annual rate of increase assumptions in the per capita cost of health care benefits used in per- 


forming the actuarial valuation of employee future benefits, were 10% for drugs and 9% for 
hospital costs grading down to 4.5% over 10 years and level thereafter (9% in 2002 grading 
down to 4.5% over 10 years), and 4% for dental (3% in 2002). The assumed health care cost 
trend rate for next year is 9.63% grading down to 4.5% by 2013 (9% in 2002 grading down 
to 4.5% by 2012). A one percentage point increase in assumed health care cost trend rates would 
have increased the service and interest costs and obligation by $1.0 million and $13.4 million 
respectively for post-retirement benefits and $0.03 million and $0.18 million respectively for 
post-employment benefits. A one percentage point decrease in assumed health care cost trends 
would have lowered the service and interest costs and the obligation by $0.77 million and 
$10.4 million, respectively for post-retirement benefits and $0.02 million and $0.15 million 
respectively for post-employment benefits. 


The accrued benefit asset for the defined-benefit pension plans is included in the 
balance sheet category All other assets. The total accrued benefit liability for the 
other benefit plans is included in the balance sheet category All other liabilities. 


Weighted-average assumptions used to determine benefit obligation 
2 o 


Pension benefit plans 


Other benefit plans 





2003 2002 2003 2002 
Discount rate 5.25% 5.50% 5.30% 5.30% 
Rate of compensation increase 4.00% 4.00% 4.00% 4.00% 

+merit +merit +merit +merit 
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Net benefit expense (income) incurred in the period 














Pension benefit plans Other benefit plans 

2003 2002 2003 2002 

Millions of dollars Millions of dollars 
Current service cost 12.3 8.1 4.3 tO 
Interest cost 33.9 2902 5.8 eZ 
Actual return on plan assets (105.5) Boz: ~ - 
Plan amendments - 27.6 - ~ 
Actuarial loss 25.8 WUE Zea 16.4 
Release of obligation due to curtailment - - - (0.7) 
Curtailment loss ule ree 0.1 B27 
Net benefit expense (income) incurred 

in the period (33.5) LOTT 12.9 ileal 


Net benefit expense (income) recognized in the period! 


Current service cost 12.3 8.1 4.3 Bi) 
Interest cost 33.9 29.2 5.8 a4 
Expected return on plan assets (41.1) (38.8) - - 
Curtailment loss - - 0.1 Bf 
Amortization of transitional obligation (asset) (12.6) (12.6) 3.5 3.6 
Amortization of plan amendments 2.3 1.2 1.0 1.0 
Amortization of net actuarial loss 0.4 0.5 0.4 ~ 
Net benefit expense (income) recognized Pe ae es etn 

in the period (4.8) (12.4) 15.1 16.0 


1. A discount rate assumption of 5.50% (5.75% in 2002) and an expected rate of return on plan 
assets assumption of 6% (5.70% in 2002) were used to determine the benefit expense of the 
pension plans. A discount rate of 5.30% (5.99% in 2002) was used to determine the benefit 
expense of the other benefit plans. A compensation increase assumption of 4% (3% in 2002) 
was used for all plans to determine the pension benefit expense. 


2003 sensitivity of key assumptions - 
Impact of 0.25% increase/decrease in assumptions 








Change in obligation Change in expense 
Millions of dollars Millions of dollars 
Pension benefit plans 
Change in discount rate (28.4) / 28.4 (0:9)./ 1.9 
Change in the long-term rate of return 
on plan assets laa ales, 


Other benefit plans 
Change in discount rate (4.3) / 4.5 (0.4) / 0.4 
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Commitments, contingencies, and guarantees 
a) Operations 


The Bank has a long-term contract with an outsourced service provider for retail 
debt services, expiring in 2011. As at 31 December 2003, fixed payments totalling 
$110.6 million remained, plus a variable component based on the volume of transac- 
tions. The Bank recovers the cost of retail debt services from the Canada Investment 
and Savings Agency. 


Commitments related to other support services are $1.8 million over the next year. 
The current contract is renewable in June 2004 for two 1-year extensions. 


b) Foreign currency contracts 


The Bank is a participant in foreign currency swap facilities with the U.S. Federal 
Reserve for US$2 billion, the Banco de México for Can$1 billion and with the 
Exchange Fund Account of the Government of Canada. There were no drawings 
under any of those facilities in 2003 or 2002 and, therefore, there were no commit- 
ments outstanding at 31 December 2003. 


c) Investment contracts 


Outstanding sale investment contracts of $1,899.7 million, at an interest rate 
of 2.75 per cent under special purchase and resale agreements, were settled by 
9 January 2004 ($1,906.1 at the end of 2002 at an interest rate of 2.74 per cent). 


d) Contingency 


The Bank holds 8,000 shares in the Bank for International Settlements (BIS). The 
nominal value of each BIS share is 5,000 special drawing rights (SDR) of which 
25%, i.e.: SDR 1,250, is paid up. The balance of SDR 3,750 is callable at three 
months’ notice by decision of the BIS Board. 


e) Guarantees 


In 2003, the Bank adopted the requirements of the CICA Accounting Guideline (AcG 14) 
“Disclosure of Guarantees” which requires additional disclosure about a guarantor’s 
obligation under certain guarantees. A guarantee is defined in AcG 14 as including: 
(i) a contract that contingently requires the guarantor to make payments to the guar- 
anteed party based on another entity’s failure to perform under an obligating agreement 
(a performance guarantee); and (ii) an indemnification agreement. 


Large Value Transfer System (LVTS) Guarantee 


The Bank provides a variety of settlement services to the LVTS, which is owned and 
operated by the Canadian Payments Association. The LVTS is a well risk-proofed 
large-value payment system. The risk controls in this system include caps on net 
debit positions and collateral to secure the use of overdraft credit, both intraday and 
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overnight. These risk control arrangements are sufficient to protect the system from 
the effects of the failure of a single participant and to allow the system to settle with- 
out any unwinding of payments. The Bank has agreed to guarantee the settlement of 
this system in the extremely remote event that more than one participant were to fail 
on the same day during LVTS operating hours. The amount at risk under this guaran- 
tee is not determinable since the guarantee would only be called upon if a series of 
extremely low probability events were to occur. No amount has been provided for in 
the liabilities of the Bank and no amount has ever been paid under this guarantee. 


Other Indemnification Agreements 


In the normal course of operations, the Bank provides indemnification agreements 
with various counterparties in transactions such as service agreements, software 
licenses, leases, and purchases of goods. Under these agreements, the Bank agrees 
to indemnify the counterparty against loss or liability arising from the acts or omis- 
sions of the Bank in relation to the agreement. The nature of the indemnification 
agreements prevents the Bank from making a reasonable estimate of the maximum 
potential amount that the Bank would be required to pay such counterparties. 


Restructuring costs 


As at 31 December 2003, a liability of $3.2 million remained to meet future obliga- 
tions related to staff redundancies. The total unutilized balance of restructuring 
costs shown below is included in All Other Liabilities. 


Millions of dollars 


Balanee at heginmin’ OL period... 54 i.k ok.) ea scss access ans eden baas Seow agen 4.4 
AMOUNT ULUIZEO CUEING Ee PETIOC 2c ccs. cet non paecan ten ie on RE ocaae scnetcctnty suk Tormey estos 1.2 
BaAlancevas CMU. Ol PCTIOd cst rcctccrg eects ea croet sce Pith nia ac POO hd genes 332 


Costs of $5.2 million were incurred during 2003. Of this amount, $1.2 million related 
to severance, which was recorded as a reduction in the restructuring provision, and 
the remaining $4.0 million was recorded in the expenses by function component of 
the Statement of revenue and expense. 
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FOR FURTHER 
INFORMATION ABOUT THE 
BANK OF CANADA 


PUBLICATIONS 
Monetary Policy Report and Update 


A detailed summary of the Bank's policies and strategies, 
as well as a look at the current economic climate and its 
implications for inflation. Reports published in April 

and October; Updates published in January and July. 
Without charge. 


Financial System Review 


Brings together the Bank's research, analyses, 
and judgments on various issues and developments 
concerning the financial system. Published 


semi-annually. Without charge. 


Bank of Canada Review 


A quarterly publication that contains economic 


commentary and feature articles. By subscription. 


Bank of Canada Banking and Financial Statistics 


A comprehensive package of Canadian data. 
Published monthly. By subscription. 


Weekly Financial Statistics 


A 20-page package of banking and money market 
statistics. By subscription. 


INTERNET 


http://www.bankofcanada.ca 

Provides timely access to press releases, speeches 
by the Governor, most of our major publications, 
and current financial data. 


PUBLIC INFORMATION 


For general information on the role and functions 
of the Bank, contact our Public Information office. 
Telephone: 1-800-303-1282 

Fax: (613) 782-7713 

For information on unclaimed balances: 
Telephone: 1-888-891-6398 

Fax: (613) 782-7802 


E-mail Wel oy- | EVave X31 0y-18) Xo) era o Ker} 


For information about these and other publications 
contact: 

Publications Distribution, 

234 Wellington Street, Ottawa, KIA 0G9 

Telephone: (613) 782-8248 

E-mail: publications@bankofcanada.ca 
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Atlantic Provinces 


1583 Hollis Street, 5th Floor 
Halifax, Nova Scotia 
B3J 1V4 


David Amirault, Senior Regional Representative (Economics) 
Josée Nadeau, Senior Regional Representative (Currency) 


Quebec 


1501 McGill College Avenue, 20th Floor, Suite 2030 
Montréal, Quebec 
H3A 3M8 


Louis-Robert Lafleur, Senior Regional Representative (Economics) 
Pierre Laprise, Senior Regional Representative (Currency) 


Ontario 


150 King Street West, 20th Floor, Suite 2000 
Toronto, Ontario 
M5H 1J9 


Hung-Hay Lau, Senior Regional Representative (Economics) 
Michael Stockfish, Senior Regional Representative (Currency) 


Prairie Provinces, Nunavut, 
and Northwest Territories 


404 - 6th Avenue SW, Suite 200 
Calgary, Alberta 
T2P ORO 


Jean Mair, Senior Regional Representative (Economics) 
Ted Mieszkalski, Senior Regional Representative (Currency) 


British Columbia and the Yukon 


200 Granville Street, Suite 2710 
Vancouver, British Columbia 
V6C 1S4 


Farid Novin, Senior Regional Representative (Economics) 
Lisa Elliott, Senior Regional Representative (Currency) 


New York Office 


Canadian Consulate General 
1251 Avenue of the Americas 
New York, NY 10020-1151 
WESaAG 


Zahir Lalani, Consul and Senior Representative 
for the Bank of Canada 


Note: Positions as of 31 January 2004 
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Bank of Canada - Banque du Canada 


David A. Dodge 
Governor - Gouverneur 


23 February 2005 


The Honourable Ralph Goodale, PC, MP 
Minister of Finance 

140 O'Connor Street 

21° Floor 

Ottawa, Ontario 

K1A 0G5 


Dear Mr. Goodale, 


In accordance with the provisions of the Bank of Canada Act, 
| am submitting the Bank of Canada's Annual Report for the 
Year 2004 and the Bank's audited financial statements as at 
31 December 2004. 


Yours sincerely, 


Ottawa K1A 0G9 
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MESSAGE FROM 
THE GOVERNOR 





The Bank of Canada has played an integral role in Canadian 
society for 70 years. When the Bank opened its doors in the 
spring of 1935, this country was struggling to define itself 
and to survive the economic and social turmoil of the Great 
Depression. Like Canada’s economy, its central iene has 
evolved and grown over the years. It has faced critical chal- 
lenges and embraced change. But the Bank’s mandate has 
not changed. It is now, as it was then, to provide an effective, 


national monetary authority for Canada. 


As we celebrate our 70th anniversary, we are reflecting on 
our role at the centre of Canada’s economy, on the improve- 
ments we continue to make, and on our evolution as a public 
institution. In this message, I want to reflect on the progress 
that the Bank is making on its medium-term plan—an ambi- 


tious agenda for leadership that we mapped out in 2002. 
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In 2004, the Bank reached the midpoint of the 
medium-term plan, which sets out our strategic 
priorities for fulfilling policy requirements and cor- 
porate responsibilities. Throughout 2004, the Bank 
remained focused on achieving the outcomes identi- 
fied in the plan. As described in greater detail in the 
stewardship sections of this report, we invested in 

a number of the Bank’s core responsibilities, fur- 
ther strengthened our leading-edge research and 
analysis, worked with other agencies to support the 
safety and efficiency of Canada’s financial system, 
and continued to improve the effectiveness of 
operations across all our business lines. 


We have every reason to believe that, by the end 
of 2006, we will have achieved our plan’s strategic 
objectives. 


This message reviews some of the highlights from 
2004 and briefly addresses some of the key issues 
facing the Bank and the economy as we look ahead. 


Monetary Policy 


Promoting the economic and financial welfare of 
Canada has always been the central part of the 
Bank’s mandate, and our conduct of monetary 
policy is our most important tool in fulfilling that 
mandate. The experience of the past 70 years has 
taught us that monetary policy best contributes 
to solid economic performance and rising living 
standards for Canadians by keeping inflation low, 
stable, and predictable. 


The Bank of Canada’s top-calibre research and 
analysis program supports our monetary policy 
objectives. Improving our research capacity is one 
of the goals of our medium-term plan, because 
solid research is the basis upon which we con- 
duct monetary policy that continues to meet our 
mandated goals. 


We have learned that monetary policy is more 
effective when Canadians understand what their 
central bank is doing and why. Therefore, we 
devote considerable effort to communicating our 
objectives and explaining our actions so that we 
stand accountable to Canadians. 


In 2004, we continued to focus on keeping supply 
and demand in the economy roughly in balance 
in order to maintain inflation near the 2 per cent 
midpoint of our target range. A major challenge 
was the strong appreciation in the value of the 
Canadian dollar. We spent considerable effort 


analyzing the impact of this currency movement 
on the economy and on inflation, in order to take 
appropriate monetary policy action. 


During 2005, our research and analysis will con- 
tinue to focus on this challenge and on preparing 
for the renewal of our inflation-targeting agree- 
ment with the Government of Canada in 2006. 


We will also be closely examining the broad eco- 
nomic forces and trends that Canada will face in 
the years ahead. For example, the rising economic 
powerhouses of China and India are integrating 
rapidly into the global economy. Their rapid growth 
is creating competitive challenges, as well as new 
markets and opportunities for Canadian companies. 


A related challenge is the buildup of global eco- 
nomic and financial imbalances among countries. 
The United States is running a massive current 
account deficit with the rest of the world. Mirroring 
the U.S. current account deficit are large surpluses 
elsewhere, particularly in Asia. These global imba- 
lances will be resolved through shifts in the global 
pattern of saving and consumption and through 
associated changes in real exchange rates. Adjustment 
will also be supported by open trade and by fos- 
tering stronger growth in industrialized countries. 
In 2005, the Bank will continue to analyze the 
implications of these global developments for the 
international monetary order, and for the Canadian 
economy and monetary policy in the years ahead. 


Financial System 


Throughout its history, the Bank has taken a keen 
interest in promoting a safe and efficient financial 
system. In the 1950s, the Bank supported the 
development of domestic money markets. Today, 
we oversee Canada’s major payment, clearing, and 
settlement systems, with an eye to minimizing 
systemic risk. We work with federal and provincial 
agencies, regulators, and market participants 

to foster the soundness and efficiency of the 
financial system. 


The Bank of Canada is also the “lender of last 
resort”—the ultimate provider of liquidity to the 
financial system. In 2004, we updated and pub- 
lished our policies regarding this role in Canada’s 
financial system. 


The year 2004 also marked the second full year of 
publication of our Financial System Review, which 
shares with financial system participants and the 
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Governor Dodge and Finance Minister Ralph Goodale present a $20 note to Michael Kergin (left), Canadian Ambassador to the United States, in 
appreciation of permission to use an image of the sculpture The Spirit of Haida Gwaii on the new note. The sculpture is located in front of the 


Canadian Embassy in Washington, DC. 


Canadian public the Bank’s research, analyses, 

and judgments on various issues and developments 
concerning the financial system. Through the Review, 
and through many Bank-hosted workshops and 
seminars each year, the Bank contributes to greater 
understanding of such issues and encourages a 
more informed discussion of policy and develop- 
ments in Canada and abroad. 


During 2005, we will continue to devote research 
attention to these issues as countries around the 
world, including Canada, strive to improve financial 
system efficiency. This involves reducing impedi- 
ments to the efficient operation of markets and 
improving the regulations under which markets and 
financial institutions operate. The Bank of Canada 
is contributing to this goal by enhancing Canadians’ 
confidence in the value of their money, by reducing 
risks to the safety and stability of the financial 
system, by participating in international efforts to 
improve efficiency, and by drawing attention to 
areas where policy improvements are needed. 


In addition to our responsibilities in Canada’s 
financial system, the Bank of Canada also acts as 
fiscal agent for the Government of Canada. We 


manage the government’s foreign reserves, trea- 
sury, and domestic debt, and provide financial 
risk management. We have increased our research 
and analytic capacity in these areas, and have 
invested in corporate infrastructure to enhance 
our decision making and risk management. 


Currency 


In 1935, the Bank of Canada began issuing paper 
currency. A decade later, we became this coun- 
try’s sole issuer of bank notes. In 2004, we issued 
new $20, $50, and $100 bank notes to complete 
the Canadian Journey series—the sixth series of 
bank notes released since 1935. These new high- 
denomination notes incorporate enhanced security 
features that make them quick and easy for ~ 
Canadians to verify and difficult for counterfeiters 
to copy. Putting three new bank notes into circula- 
tion in one year was a tremendous challenge, but 
it was a crucial step in our continuing fight against 
counterfeiters. And in May 2005, we will issue an 
upgraded $10 note in the Canadian Journey series, 
with security features similar to those of the higher- 
denomination notes. 


MESSAGE FROM’-THE GOVERNOR 


In 2004, as we launched our new high-denomina- 
tion notes, we embarked on a cross-country edu- 
cation campaign to help familiarize Canadians with 
the new security features and how to use them 

to verify genuine bank notes. In the fight against 
counterfeiting, the Bank works closely with bank 
note designers, as well as with its partners in law 
enforcement, financial institutions, and the retail 
and hospitality sectors. I’d like to thank all of 
them for helping to achieve three very successful 
note launches in 2004. And in 2005 and beyond, 
we will continue to rely on their expertise, their 
co-operation, and their outstanding commitment 
to protecting Canadians and Canada’s economy 
against counterfeiting. 


Organization and Management 


We continue to strengthen our mechanisms for gov- 
ernance and accountability at the Bank. Ongoing 
efforts are being made to improve our operational 
efficiency, to strengthen our planning and risk man- 
agement, and to promote research excellence. All 
of this helps us meet our imperative to be effective, 
open, and accountable to Canadians. 


We introduced a new service-delivery system 
for human resources in 2004, and our Financial 
Services Department and our Financial Risk Office 
recently completed their first full year of opera- 
tion. As well, management sharpened its focus on 
business-continuity and succession planning. 


All of these efforts during 2004 benefited from the 
continued commitment and leadership of the Bank’s 
Board of Directors. The dedicated men and women 
on our Board make a real and sustained contribu- 
tion to our ongoing work to achieve and maintain 
excellence. We are grateful for their guidance. 


There were a few changes in our senior manage- 
ment in 2004. Mark Carney, who was appointed 
a Deputy Governor in 2003, left the Bank in 
November 2004 to become Senior Associate 
Deputy Minister at the federal Department of 
Finance. We are grateful to Mark for his important 
contribution to the Bank during his time with us. 


To fill the resulting vacancy on the Governing 
Council, the Board of Directors appointed Tiff 
Macklem as a Deputy Governor of the Bank. Tiff 
first joined the Bank in 1984 as an economist and 
was appointed to increasingly senior positions, 
including Chief of the Research Department and 


Adviser to the Governor. Tiff returned to the Bank 
in December from an executive interchange at the 
Department of Finance. 


The year 2004 also saw the passing of Gerald 
Bouey, former Bank of Canada Governor. Gerry’s 
outstanding leadership from 1973 to 1987, through 
one of the most challenging periods in the Bank’s 
history, contributed importantly to the evolution 
of monetary policy and to Canada’s economic 
growth and development. 


Conclusion 


The Bank has changed a great deal from 70 years 
ago, when its first Governor, 37-year-old Graham 
Towers, and his small staff were busy replacing 
Dominion bank notes with Bank of Canada notes 
and wrestling with the effects of the Great Depres- 
sion. But one thing that has not changed is the 
professionalism and dedication of the Bank’s 
staff. Iam very proud of, and grateful for, their 
commitment to excellence. 


Throughout the changes of the past 70 years, the 
Bank of Canada’s commitment to promoting the 
economic and financial welfare of Canadians has 
remained steadfast. In the years ahead, we will 
continue to evolve and to improve, always with 
the goal of being second to none among the world’s 
central banks. And, in all that we do, as a work- 
place and as a public institution at the centre of 
Canada’s economy, we will continue to be 
accountable to Canadians. 


David A. Dodge 
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THE BUSINESS OF THE BANK 








The Bank of Canada contributes to the economic well-being 
of all Canadians by keeping inflation low, stable, and pre- 
dictable, by supplying safe and secure bank notes, and by 
promoting a stable and efficient financial system. The Bank 
is also the Government of Canada’s fiscal agent and conducts 
operations related to the government’s foreign exchange 


reserves and the public debt. 


Progress on the Medium-Term Plan 


The year 2004 was the second in the Bank’s three-year strategic plan. 
Significant progress was made towards achieving the plan’s objectives 
in the areas of leading-edge research, building partnerships with outside 
organizations and individuals, improving the security of bank notes, and 
continuing to increase the Bank’s effectiveness as a public institution. 


Nevertheless, when taking stock of headway made towards the ambitious 
objectives of the plan, the Bank decided to extend the plan by another year. 
This provided an opportunity to review priorities and to determine how 
resources could be allocated over a longer time frame, while still meeting 
the plan’s objectives. 


The promotion of accountability and transparency is very important to 

the effectiveness of the Bank. Further commitment to this principle was 
demonstrated by expanding background information about the Bank on the 
website and by enhancing the policy regarding the disclosure of wrongdoing. 


[1] 


12 


ORGANIZATION AND (GOVERNANCE 


ro 


Director Barbara Hislop in Vancouver at the launch of the new $20 note. 





In March, Director Armin Martens (left) and Deputy Governor Pierre Duguay, together with staff from the Calgary regional office, met with 
representatives of Loewen, manufacturers of windows and doors, at their plant in Steinbach, Manitoba. 
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SOmRPORATE GOVERNANCE: 
PROVIDING GUIDANCE 


Board of Directors 


Under the Bank of Canada Act, the Board of 
Directors exercises its responsibilities for the 
governance of the Bank mainly in the areas of 
finance, human resources, and administration. 
More specifically, the Board is responsible for 
appointing and evaluating senior management, 
overseeing the strategic planning and budget pro- 
cesses, promoting effective corporate governance 
practices, monitoring internal control frameworks, 
and providing oversight and advice on how the 
Bank can best fulfill its responsibilities under the 
Act. The Governor is responsible for monetary 
policy and the other business of the Bank. 


Board Governance Practices 


The Board incorporates best governance practices 
and works to ensure that all its members are well 
informed on current issues and best practices in 
corporate governance. The Board has six stand- 
ing committees and two advisory groups to deal 
with matters brought before it for consultation 

or decision. 


e Executive Committee, 
Chair — David Dodge (Governor) 


¢ Corporate Governance and Nominating 
Committee, Chair - Spencer Lanthier 
(Lead Director) 


¢ Human Resources and Compensation 
Committee, Chair — Daniel Gallivan 


e Audit Committee, Chair - Spencer Lanthier 


e Planning and Budget Committee, 
Chair — Aldéa Landry 


e Pension Committee, Chair — Paul Jenkins 
(Senior Deputy Governor) 


e Advisory Group on Currency, 
Chair — Spencer Lanthier 


e Advisory Group on Pension Litigation, 
Chair - James Hinds 


To ensure that the Board operates independently 
of management, the Lead Director chairs private 
sessions of outside directors at the conclusion of 
each Board meeting. 


Directors are paid according to a fee structure 
recommended by the government and approved 
by Order-in-Council. For 2004, the total remuner- 
ation to outside directors was $258,300. 


Board Stewardship in 2004 


In 2004, the Board’s Corporate Governance Com- 
mittee assumed the additional responsibilities of a 
Nominating Committee consistent with new guide- 
lines by the federal government for the nomination 
of directors to the Board. The Committee engaged 
an executive recruitment firm, clarified the process 
with the respective departments of government, 
reviewed potential candidates, and made recom- 
mendations to the Minister of Finance. 


The Board also established a Selection Committee 
to consider candidates to fill the position of Deputy 
Governor, following the resignation of Mark Carney, 
who accepted a position with the Department of 
Finance. Tiff Macklem was appointed Deputy 
Governor in December. This process reinforced the 
importance of the Board’s ongoing role in succes- 
sion planning to ensure effective continuity in the 
management of the Bank. 


The Board guided the Bank’s evaluation of its 
progress towards achieving the objectives of the 
medium-term plan and supported the extension 
of the plan for another year through 2006. One 
initiative, the strategy to improve the security of 
bank notes, saw many Board members involved 
in launching three new high-denomination notes. 
The Board’s Advisory Group on Currency was 
also actively involved in this initiative. 


Another initiative in which the Board had a keen 
interest involved a major change in the approach 
to the service delivery of human resources. The 
Board’s Human Resources and Compensation 
Committee monitored the project, which used 
technology to streamline services, while improv- 
ing the consistency of their delivery to staff. 
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Paul Dicks 
- Counsel, : 
Benson Myles — 


St. John’s, Newfoundland 
_ and Labrador — 


ppointed in 
December 2002 






















Daniel FE Gallivan | a | 
CEO and James S. Hinds 
Managing Partner, — m ‘ .  . om a Partner, Hinds 
Cox Hanson = a ; fi: 44 and Sinclair 
O'Reilly Matheson 7 S \ : | : Sudbury, Ontario 
Halifax, Nova Scotia ~ ( ~<a : , Appointed in 
Appointed in : | Ne March 1996 
August 2000 | 


Barbara Hislop 
| President and CEO, 
| Genus Resource [ 
Management 
Technologies Inc. » 
| Vancouver, 
| British Columbia 
‘inted in March 1998 


} 


Armin Martens 
President and CEO, 
Marwest Development 
Corporation 

East St. Paul, Manitoba 
Appointed in 
December 2002 


Aldéa Landry 





lan E. Bennett 
Deputy Minister 


3 . ° ¥ Biographical notes on the Directors 
of Finance a ‘ are available on the Bank's website at: 


Member Ex Officio — <www.bankofcanada.ca/en/ 
Ee manage.htm>. 





Two positions were vacant 
on 31 December 2004. 
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ORGANIZATION AND GOVERNANCE 
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Executive Management Committee (left to right) Standing: Deputy Governor Tiff Macklem, Deputy Governor Sheryl Kennedy, General Counsel/ 


Corporate Secretary Mark Jewett, Governor David Dodge, Chief of Financial Services Sheila Vokey, Senior Deputy Governor Paul Jenkins. 
Seated: Adviser on Strategic Planning and Risk Management Janet Cosier, Deputy Governor David Longworth, Deputy Governor Pierre Duguay, 
Chief of Corporate Services Sheila Niven. The Executive Management Committee is responsible for matters related to the strategic direction 


and management of all the functions of the Bank. 


As part of the Board’s oversight of financial matters 
and risk management, several Board members sit 
on the Pension Committee, which completed its 
first year of operation in 2004. The Pension Com- 
mittee is a governance structure for the adminis- 
tration of the Bank’s pension plan, as well as for 
the investment function. The Board also received 
updates on the Bank’s own business-continuity 
planning, as well as on the Bank’s contribution in 
furthering contingency plans throughout the finan- 
cial system more broadly. 


Part of the Board’s broad oversight responsibility 
includes monitoring the effectiveness of the pro- 
cess for formulating monetary policy. To this 

end, the Board met in private session with Special 
Adviser, John Helliwell, an academic well versed in 
monetary policy, who worked with Bank manage- 
ment for a one-year period ending in July 2004. 


Finally, in 2004, the Board continued the annual 
practice of evaluating its stewardship to ensure 
that best practices of corporate governance are 
being achieved. 
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“The Canadian economy has delivered solid performance 
for nearly a decade with increased resilience to economic 
shocks, demonstrating the benefits of a well-designed 

macroeconomic framework and the pay-off from a range 


of structural reforms implemented since the late 1980s.” 


Economic Survey Canada 2004, OECD, 28 October 2004 (p. 7) 


Experience has shown that the best contribution that the Bank of Canada can 
make to the economic well-being of the country is to pursue a policy of low, stable, 
and predictable inflation, thereby preserving the value of money and promoting 
good economic performance. A key element in achieving this goal and in fur- 
thering the Bank’s accountability to Canadians is the inflation-control target 
range for the consumer price index (CPI), jointly established by the government 
and the Bank of Canada. By consistently targeting the 2 per cent midpoint of 
this 1 to 3 per cent range, the Bank promotes greater economic stability and 
eliminates the distortions associated with high and unpredictable inflation. 


Meeting the Inflation Target 


Over the past year, the Canadian economy outperformed most other major 
industrial economies, despite experiencing a number of external shocks and having 
to cope with the difficult adjustments that these imposed on many sectors and 
regions of the country. Employment continued to expand steadily, and the labour 
force participation rate reached historic highs. Output levels remained close to 
the economy’s production capacity through most of the year, and real GDP growth 
averaged 2.7 per cent—only slightly below Canada’s estimated potential growth 
rate. Although inflation, as measured by the 12-month change in the total CPI, 
was volatile and briefly moved below the 1 to 3 per cent target range, most of 
this movement was caused by swings in world oil prices. Trend inflation, as mea- 
sured by the Bank’s “core” inflation rate, stayed within a relatively narrow range 
of 1.1 to 1.9 per cent, finishing the year at 1.7 per cent. 
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Senior Deputy Governor Paul Jenkins (left) and Governor Dodge at a press conference following the release of the October Monetary Policy Report 


Three major international developments influenced 
the Canadian economy in 2004. These included a 
sharp rebound in world economic growth and an 
associated increase in world commodity prices in 
the first half of the year; the growing importance 

of emerging-market economies, such as China and 
India; and the continuing realignment of world cur- 
rencies, which saw the Canadian dollar briefly hit a 
12-year high of 85 cents (US) before easing to about 
§3 cents (US) by year-end. These developments have 
meant considerable adjustment for many sectors 

of the Canadian economy. The Bank facilitates this 
adjustment process by aiming to keep inflation at 
the 2 per cent midpoint of the target range, thereby 
helping to keep the economy operating at potential. 


In the opening months of 2004, both total CPI infla- 
tion and core inflation were falling, and a modest 
amount of excess supply had opened up, owing to 
weaker-than-expected growth in the second half 
of 2003. The Bank responded by reducing the 
target overnight interest rate on three occasions, 
from 2.75 per cent in January to a low of 2 per 
cent in April. The added monetary stimulus was 
intended to strengthen domestic demand and 
support the adjustment of the Canadian economy 
to international developments, with a view to 
keeping inflation on target. 


Although first-quarter economic growth was 
marginally weaker than expected and slightly 
below the Bank’s 3 per cent estimate of potential 
output growth, stronger-than-anticipated growth 
in exports in the second quarter helped move the 
economy back close to its production potential 
by mid-year. 


In September 2004, the Bank began removing 
some of the monetary stimulus provided earlier, 
as evidence started to emerge of continued strong 
growth, together with little slack in the economy. 
These steps were taken in recognition of the long 
lags associated with monetary policy and were 
designed to help keep inflation near its 2 per cent 
target over the medium term. The target overnight 
interest rate was raised by 25 basis points on 

8 September and by another 25 basis points on 
19 October, to a level of 2.5 per cent. Subsequently, 
the Canadian dollar traded in a higher range. 
Largely reflecting the potential dampening effects 
of that appreciation, the Canadian economy was 
expected to operate a little further below its full 
capacity in 2005 than had been anticipated in 
October. Against this background, the Bank left its 
target rate unchanged in December and January. 


Consumer Price Index 
Year-over-year percentage change 





Target range ./ Total CPI 
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* CPI excluding the eight most volatile components and the effect of changes 
in indirect taxes on the remaining components 
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Assessing Domestic and 
International Developments 


Monetary policy decisions depend on the timely 
and thorough assessment of information drawn 
from both domestic and international sources. 
As a relatively small, open economy, Canada is 
more exposed to international influences than 
many other industrial economies, and the Bank 
therefore devotes considerable time to analyzing 
and forecasting global developments. Some of 
the information needed for this work is obtained 
from international meetings organized by insti- 
tutions and groups such as the Bank for Inter- 
national Settlements, the International Monetary 
Fund, the Organisation for Economic Co-opera- 
tion and Development, the G-7, and the G-20, 
where important issues are reviewed and debat- 
ed by representatives from around the world. 
International issues of primary interest during 
2004 included the strength and sustainability of 
the U.S. recovery, the factors underlying recent 
major currency realignments, the future direction 
of world commodity prices, and the near-term 
prospects for continued growth in China and 
East Asia. 


Analysis of international developments is com- 
bined with information drawn from the domestic 
economy to construct a baseline projection for 
Canada, as well as several alternative risk scen- 
arios. Specific sectors are also monitored and 
analyzed to produce a more detailed view of the 
forces operating on the economy and influencing 
its near-term prospects. To gain a broader per- 
spective on how the economy might evolve, 
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alternative models are constructed using data 
from financial markets such as monetary and credit 
aggregates, movements in asset prices, and the 
interest rate expectations of market participants. 
Analytic issues that received particular attention in 
2004 included the role of commodity prices in the 
Canadian economy and the impact of the stronger 
Canadian dollar both on the economy as a whole 
and on different regions and industrial sectors. 


Another important source of information is the sur- 
vey of business activity that staff in the Bank’s five 
regional offices conduct each quarter. Staff visit 
approximately 100 firms every three months 

and ask them a standard set of questions focused 
on their expectations for sales, employment, 
investment, and price developments over the next 
12 months. Special topics are often identified and 
explored through additional questions. The Bank 
began publishing the results of these visits in the 
spring of 2004 in its Business Outlook Survey, along 
with occasional summaries of information obtained 
on special topics, such as the effects of the Canadian 
dollar’s appreciation on business operations. 


Carrying Out Longer-Term 
Research 


The Bank’s staff devotes considerable energy to 
longer-term research. Although the payoff from 
this work is not always immediately apparent, 
the returns—more reliable projections, a better 
understanding of how the economy works, and 

a more effective framework for monetary policy— 
do become evident over time. The Bank’s medium- 
term plan stresses the importance of expanding 
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the range of relevant topics that researchers might 
pursue and the need to form closer working rela- 
tionships with outside academics and research 
institutions. This plan continues to guide the 
Bank’s longer-term research activities and puts 
particular emphasis on structural and sectoral 
analyses of the Canadian economy. 


In 2004, much of this work fell within the follow- 
ing subject areas: (i) productivity growth and the 
determinants of potential output; (ii) development 
of new projection models for the Canadian and 
U.S. economies; (iii) regional and sectoral effects 
of exchange rate movements on the Canadian 
economy; (iv) analysis of the price-setting beha- 
viour of Canadian firms and the influence of 
inflation targeting on price pass-through; and 

(v) alternative approaches to explaining and mod- 
elling exchange rate movements. A more detailed 
description of the Bank’s research program is 
available on the Bank’s website at <www.bankof 
canada.ca/en/fellowship/highlights_res.htm>. 


The Bank’s annual research conference for 2004, 
titled “Canada in the Global Economy,” examined 
the real and financial linkages between Canada 
and the rest of the world. The Bank also hosted 
seven workshops during the year, four of which 





Working in Partnership Ze 
with Other Researchers 


The Bank's medium-term plan places special emphasis 
on the research activities of its staff and on encouraging 
collaborative work with outside academics. The addi- 
tional resources devoted to these priorities have been 
reflected in a growing number of research papers, 
greater participation in conferences, and a more ambi- 
tious work program. In 2004, research staff from all 

the Bank's functional areas made 160 presentations at 
conferences and workshops—an increase of 44 per cent 
over 2003. They also worked jointly with 47 external 
research partners and hosted 55 external lectures. More 
than 80 papers were published by Bank economists in 


books, refereed journals, and other public documents. 








Participants at the November conference, “Canada in the Global Economy” 


covered the following monetary policy topics: 
alternative methods of estimating the neutral rate 
of interest; dynamic models of the economy and 
policy-making; housing and the macroeconomy; 
and alternative techniques for forecasting short- 
term movements in prices and output. The Bank 
also sponsored sessions at the annual meetings 
of the Canadian Economics Association and the 
Canadian Macroeconomic Study Group, and par- 
ticipated in a joint Bank of Canada/Simon Fraser 
University/University of British Columbia work- 
shop on “New Directions in Macroeconomics.” 


Operating Expenses 


Operating expenses for the monetary policy 
function were $54.3 million in 2004, or approxi- 
mately 19 per cent of the Bank’s total operating 
expenses. This amount was a slight reduction from 
the $54.6 million in expenses for 2003, reflecting 
slower hiring than planned. 


Monetary Policy Activities as a 
Proportion of Total Bank Expenses 
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CURRENCY 





In 2004, the Bank issued three new high-denomination bank notes incorporat- 
ing enhanced security features. These new notes are at the heart of the Bank’s 
strategy to secure Canada’s bank notes. Other elements of the strategy involve 
communication and compliance. The Bank acted to increase counterfeit detec- 
tion among cash-handlers and the public and partnered with law enforcement 
to monitor and respond to counterfeiting threats. This three-pronged strategy 


forms the basis of the Bank’s response to the rising threat from counterfeiting 
oO o 


brought on by the widespread availability of advanced reprographic technology. 
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Launching the new $50 note: Flanked by RCMP Corporals Kevin Flood and Sylvain Roussel, Governor Dodge is joined by (left to right) Kim Smith, 


great, great, grandniece of Henrietta Muir Edwards; Senator Joyce Fairbairn; and Renée Casgrain-Nadeau, daughter of the late Thérése Casgrain. 
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Incidence of Counterfeiting 


The importance of the Bank’s actions is under- 
scored by the increased incidence of counterfeit- 
ing, which reached new highs in 2004. 


The number of counterfeit notes detected in 
circulation rose significantly to 553,000 notes 
from 443,000 notes in 2003. The value of notes 
counterfeited rose only slightly, however, to 

$13 million from $12.7 million in 2003, reflecting 
a shift to lower-denomination notes. The $20 and 
$10 notes were the denominations most targeted 
by counterfeiters. While the vast majority of coun- 
terfeits were of notes from the Birds of Canada 
series, first issued in 1986, the $10 note from 

the Canadian Journey series (introduced in 2001) 
has also been counterfeited in large numbers, and’ 
counterfeit $100 notes from a much earlier series 
(Scenes of Canada) appeared in significant quanti- 
ties in Western Canada. (See box below.) 


Enhancing Bank Note 
Security 


In 2004, the Bank achieved a major goal by issu- 
ing new $20, $50, and $100 notes, which feature 
four new, sophisticated security elements that are 
easy to recognize, as well as enhanced ultraviolet 
(or black light) features. (See page 29.) The $100 
note, with its theme of exploration and innovation, 
was the first high-denomination note to be issued 
in the Canadian Journey series. It was followed in 
September by the most widely used denomination, 
the $20 note, with the theme of arts and culture. 
The $50 note, which features nation building as 

its theme, was issued in November. 


As part of its commitment to strengthen the secu- 
rity of Canadian bank notes, the Bank will issue 
an upgraded $10 note in May 2005. This note 
will incorporate security features similar to those 
used for the high-denomination notes. 


In 2004, the Bank began to focus some of its 
research on the next generation of bank notes. 
This work will continue over the next several 
years to help Canada stay ahead of future coun- 
terfeiting threats. The Bank will be seeking ways 
to encourage Canadian research and innovation 
to support these efforts. 
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Number of Counterfeit Bank Notes 
Found in Circulation 
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In 2004, counterfeiting of $100 notes from the Scenes of 
Canada series increased significantly. This series, introduced 
between 1969 and 1979, preceded the series that featured 
Canadian birds. The Bank estimates that very few genuine 
$100 notes from this series remain in active circulation. Since 
these notes do not include optically variable security fea- 
tures, they are less secure than notes from either the Birds 
of Canada or the Canadian Journey series and are thus more 


vulnerable to counterfeiting. 


The Bank is encouraging retailers to ask for notes from a more 
recent series if they cannot confirm the authenticity of a 


Scenes of Canada note that is offered as payment. 





Security Features on High-Denomination Notes 
in the Canadian Journey Series 


Holographic stripe 


As the angle of the note changes, brightly coloured numerals (100, 50, or 20) and maple leaves “move” within this shiny metallic 
stripe on the front of the note. Colours shift from gold to green to blue and other hues. The holographic stripe won a commendation 
from the International Hologram Manufacturers Association for its exceptional clarity and brightness, as well as for its integration 


in overall bank note design. 


Watermark portrait 


Watermarks are part of the paper itself and can be seen from both sides of the note. When the note is held up to the light, a 


small, ghost-like image of the portrait on the note is revealed, along with a number indicating the denomination. 


See-through number 


Irregular marks printed on the front and the back of the note, between the watermark and the large denomination numeral, form 


a complete and perfect number'100, 50, or 20 when the note is held up to the light. 


Windowed colour-shifting thread 


A series of exposed metallic dashes on the back of the note shift from gold to green when the note is tilted. This security feature 


looks like a continuous, solid vertical line visible from both sides, when the note is held up to the light. 


Enhanced ultraviolet feature 


Under ultraviolet light, the text BANQUE DU CANADA 100 (or 50 or 20) BANK OF CANADA glows over the portrait in interlocking 


colours of yellow and red on the front of the note, and fibres that appear randomly on both sides of the note glow red or yellow. 


The Bank recommends checking more than one feature. To view these features, visit the Bank's website at 


<www.bankofcanada.ca/en/banknotes>. 
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Deputy Governor Pierre Duguay introduces the new $100 note at a 
luncheon talk in Saint-Boniface, Manitoba. 


The Bank is also actively involved in various ini- 
tiatives with other note-issuers and with manu- 
facturers and suppliers of reprographic and note- 
handling equipment. These collaborative efforts 
have led to the establishment of a survey of inter- 
national manufacturers of note-handling equipment 
that provides information on technological devel- 
opments. The Bank is a member of three interna- 
tional forums that collaborate on currency-related 
issues, including the Central Bank Counterfeiting 
Deterrence Group, established in 1993 by the 
governors of the G-10 central banks. This group’s 
main task has been to develop a system to prevent 
personal computers and digital-imaging tools from 
being used to copy bank notes. The deployment 
of this system continued in 2004 with its voluntary 
adoption by several leading manufacturers of 
hardware and software for personal computers. 


Building Awareness of 
Security Features 


The best security features will be effective only to 
the extent that the public knows how to use them. 
In 2004, the Bank undertook a national communi- 
cations campaign directed at ensuring a high level 
of awareness of the security features on the new 
$20, $50, and $100 notes among retailers, financial 
institutions, and law-enforcement agencies. These 
organizations, in turn, implemented their own 
programs, using the Bank’s initial training and 
materials. Representatives from the Bank’s five 
regional offices conducted over 700 training and 
information sessions with over 20,000 participants. 


The Bank’s Currency Museum continued to play 
an important role in highlighting historical and 
contemporary currencies and economic themes, 
drawing upon significant artifacts in the National 
Currency Collection. More than 33,000 visitors 
enjoyed the Museum’s exhibitions and school pro- 
grams in Ottawa, including a new exhibit featuring 
counterfeit notes produced by the infamous 
Johnson family in the 1870s and 1880s. An addi- 
tional 60,000 visitors viewed the Museum’s travel- 
ling exhibits at various locations across Canada, 
while the Museum’s website received 206,000 visits. 
In 2004, the Museum won a Canadian Numismatic 
Association Award for its outstanding contribution 
to numismatic education in Canada. 


Promoting Compliance 


The Bank worked with federal, provincial, and 
territorial Crown prosecutors to develop tools 
(e.g., an educational video and information 
resources) to assist prosecutors in dealing with 
counterfeiters. Each province has appointed a 
dedicated Crown prosecutor who acts as a channel 
between the Bank and other Crown prosecutors 
in their home province. 


In 2003, the Bank developed a policy on the 
reproduction of bank note images. A significant 
reduction in the unauthorized use of bank note 
images was observed following implementation 
of the policy, with strong compliance from the 
advertising industry. 





In August 2004, the Bank presented its first Law-Enforcement Award 
of Excellence for Counterfeit Deterrence at the annual meeting of 
the Canadian Association of Chiefs of Police in Vancouver. From left 
to right: Senior Analysts Michael Duncan and John Mackenzie, Senior 
Deputy Governor Paul Jenkins, Detective Staff Inspector Tony 
Crawford; award recipients Detective Constable Harjit Sangha, 
Detective Constable Thomas Hancock, and Detective Carmine 
Palermo; and RCMP Commissioner Giuliano Zaccardelli. 
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Operating Expenses 


In 2004, operating expenses for the currency func- 
tion were $115.7 million or approximately 41 per 
cent of the Bank’s total operating expenses. This 
amount represents an increase of $13.8 million 
over 2003. The increase is primarily accounted for 
by the higher cost of producing notes with sophis- 
ticated security features. 


The new security features have added about 3 cents 
to the unit cost of bank notes, which prospectively 
adds about $12 million to the annual note order, 
once the features are incorporated in the new 
$10 note. Two other elements of the currency 
strategy developed in 2001—increased currency 
education and compliance efforts, as well as 
increased research and development—have 
raised annual operating expenses by a further 

$5 million. 
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Currency Activities as a 
Proportion of Total Bank Expenses 
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FINANCIAL SYSTEM 





The financial system is made up of financial institutions, markets, and 
clearing and settlement systems. Its safe and efficient operation is crucial 
to economic activity, both in Canada and abroad. The Bank promotes the 


safety and efficiency of the financial system. 
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In April 2004, the Deutsche Bundesbank and the Bank of Canada co-hosted a G-20 workshop in Ottawa titled, 
“Developing Strong Domestic Financial Markets.” 


Promoting Financial Stability 


The Bank of Canada as Lender 
of Last Resort 


In common with central banks around the world, 
the Bank routinely provides liquidity to facilitate 
the settlement of payments and also responds to 
the liquidity needs of financial institutions in 
exceptional situations. 


During the past few years, the Bank has inten- 
sively reviewed its policies regarding its role as a 
lender of last resort. This review was completed in 
2004, and the Bank concluded that while no major 
changes to its policies were needed, a greater 
degree of transparency was highly desirable. 
Consequently, a statement of the policies governing 
its activities as lender of last resort was published 
in the December 2004 issue of the Financial System 
Review, and an article explaining the background 
to these policies appeared in the Winter 2004-05 
issue of the Bank of Canada Review. A separate 
section on the Bank’s role as lender of last resort 
has also been developed for the Bank’s website. 
This increased transparency regarding this par- 
ticular role will provide a clearer basis on which 
the Bank can be held accountable for its actions. 


The policies published by the Bank indicate the 
classes of financial institutions that are eligible 
for various types of liquidity support; the nature 
of the situations in which the Bank would consider 
providing liquidity support; the terms and 
conditions of such support; and the internal and 
external processes that the Bank would follow in 
the provision, monitoring, and termination of any 
liquidity provided to eligible borrowers. 


Controlling Risk in Clearing and 
Settlement Systems 


The Bank is responsible for the oversight of 
Canada’s key clearing and settlement systems. 

Its objective is to be satisfied that the risk-control 
mechanisms in these systems virtually eliminate 
the possibility that a disruption in their operation 
could have severe repercussions across the 
financial system and the economy as a whole. 


The Bank sees its role as monitoring how these 
systems control risks, particularly systemic risk, 
and intervening only when it appears that private 
sector actions may not produce the appropriate 
outcome in terms of controlling risks. The Bank 


Recent Developments 
Tam Ve Vola@(c-lalay-ar-lare! 
Settlement Systems 

Overseen by the Bank 


CDSX: Operated by The Canadian Depository for Securities 
Ltd. (CDS), CDSX settles virtually all debt and equity trades 

in Canada. Introduced in 2003, the system successfully com- 
pleted its year-long transition phase in September 2004. 

The Bank's oversight work during 2004 focused on proposed 
enhancements to the system and on proposed changes to the 


cross-border securities-settlement services offered by CDS. 


CLS (Continuous Linked Settlement) Bank: Introduced in 
2002, the CLS Bank settles foreign exchange trades in 15 cur- 
rencies. The volumes and values of trades settled through 
the CLS Bank continue to grow briskly. During 2004, Canadian 
banks began to take steps to settle a greater proportion of 
their eligible Canadian-dollar foreign exchange transactions 
through the CLS Bank. Four additional currencies were made 
eligible for settlement in the system in December 2004. 

A co-operative arrangement of central banks (led by the 
Federal Reserve Bank of New York and including the Bank 
of Canada) continues to monitor the operation of the CLS 


Bank, in particular the mitigation of potential systemic risk. 


Large Value Transfer System (LVTS): The Canadian 
Payments Association (CPA) operates the LVTS, which was 
introduced in 1999. The system handles large-value or time- 
sensitive Canadian-dollar payments. During 2004, the volume 
and value of payments processed continued to grow, partly 
because of a CPA rule change requiring virtually all payments 
in excess of $25 million to be made electronically through 
the LVTS. Previously, these payments could have been made 
using cheques and were settled in a system that does not 
have the high-quality risk controls of the LVTS. The Bank of 
Canada, CDS, and the Canadian Securities Administrators 
continue to encourage the migration of cheque-based large- 


value or time-sensitive payments to the LVTS. 
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relies on private sector system operators and par- 
ticipants for the detailed development and opera- 
tion of systems that are well designed to control 
risks and that are operationally robust and efficient. 
This approach allows the Bank to carry out its 
oversight activities with a small staff focused on 
risk issues, while collaborating with the private 
sector to bring about safe and efficient systems. 
The Bank’s current oversight policies and practices 
seem to be yielding positive results. Over the past 
few years, assessments of these key systems by 
external parties have concluded that they meet 
or exceed applicable international standards. The 
Bank continues to review its oversight processes 
with a view to making further improvements. 


As part of its oversight activities, the Bank is devel- 
oping Memorandums of Understanding (MOUS) 
designed to govern the relationship between the 
Bank as the oversight agency and the system oper- 
ators that are responsible for the safe and efficient 
operation of these systems. During 2004, the Bank 
and CDS signed such an MOU. 


Business-Continuity Planning for Key 
Clearing and Settlement Systems 


During the past five years, Canada’s financial sys- 
tem has faced several events that highlighted the 
importance of building systems capable of with- 
standing, or quickly recovering from, a wide range 
of operational shocks. Key clearing and settlement 
systems (where transactions worth hundreds of 
billions of dollars are settled every day) are at the 
centre of Canada’s financial system, and their 
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reliable operation is important not only to their 
participants, but also to other parts of the econo- 
my that rely on them. Business-continuity plans, 
which lay out the tools and processes available to 
deal with operational shocks, have received height- 
ened attention from system overseers around the 
world, including the Bank of Canada. 


Following a January 2003 meeting convened by 
the Bank of Canada to highlight this issue, the 
CPA and CDS agreed to jointly lead a working 
group on business-continuity issues associated 
with the operation of Canada’s key clearing and 
settlement systems. The group completed the first 
phase of its work in 2004. Phase one formally 
documented the interdependencies among these 
systems and the Bank of Canada (which provides 
them with critical services), completed a detailed 
threat-assessment analysis, harmonized recovery 
time frames should a disruption occur, and began 
a detailed examination of possible improvements 
to business-continuity plans. Phase two will 
involve the system participants and their role in 
keeping these systems operational during a wide 
range of possible disruptions. 


The Bank continuously examines its own business- 
continuity plans as they relate to the services it 
provides to key clearing and settlement systems 
and to the federal government. In 2004, the Bank 
took further steps to increase the effectiveness of 
the operations at its backup site and to strengthen 
its internal and external communications arrange- 
ments. It also successfully tested its ability to 
quickly recover from operational disruptions. 
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The Bank and International 
Financial Stability 


During 2004, the Bank continued to support 
activities designed to promote international 
financial stability. It participates in international 
groups, such as the G-7, the G-20, and the 
Financial Stability Forum, as well as in several 
Bank for International Settlements committees 
and working groups. These groups address a 
wide range of topics related to financial institu- 
tions, financial markets, and clearing and settle- 
ment systems. The Bank has also contributed to 
international work on two major issues: the 
impact and resolution of major trade imbalances 
and their associated capital movements (often 
called “global imbalances”); and the impact of 
China’s emergence as a major economic power 
and its more complete integration into the world’s 
trade and foreign exchange arrangements. Finally, 
the Bank provides technical assistance to countries 
by participating in various activities of the IMF, 
including the Financial Sector Assessment Program. 


Promoting Efficiency 


An efficient financial system that helps allocate 
scarce resources to their most productive uses 
contributes importantly to the economic welfare 
of Canadians. The Bank supports efficiency in the 
financial system by maintaining a low, stable, and 
predictable rate of inflation, and through its pro- 
motion of clearing and settlement systems that 
provide real-time certainty that transactions will 
settle while economizing on the resources neces- 
sary to operate these systems. The Bank also 
actively fosters financial system efficiency by con- 
ducting and publishing research and providing 
advice to various bodies. 


The Bank works actively with other interested 
parties to promote the efficiency of Canadian 
financial institutions and markets. It maintains 
working relationships with regulatory and public 
sector agencies, as well as with market partici- 
pants and their associations, to support analysis 
and research underpinning system-wide efficiency 
initiatives and to discuss business-continuity 
planning. The Bank hosts a quarterly meeting to 
facilitate dialogue among the various regulatory 
authorities in securities markets, including the 
Department of Finance, the Office of the Super- 
intendent of Financial Institutions, and members 


of the Canadian Securities Administrators. The 
Bank also participates in several international 
committees that monitor and evaluate current 
market developments and promote initiatives. 


Two significant themes of the Bank’s work on 

the efficiency of Canadian financial markets are 
integrity and transparency. Through its participa- 
tion in the Canadian Foreign Exchange Committee 
and its relationship with the Investment Dealers 
Association of Canada, the Bank contributed to 





"Basel ll: A Revised 
Framework for the 
International Convergence 


of Capital Measurement 
and Capital Standards 


Over the past six years, the Basel Committee on Banking 
Supervision has been developing a revised framework for 
the international convergence of capital measurement and 
capital standards.’ The Committee's fundamental objective 
has been to replace the 1988 Capital Accord with a frame- 
work that would further strengthen the soundness and 
stability of internationally active banks. The Committee 
expects to generate sufficient international convergence in 
the regulation of capital adequacy that such regulation will 


not result in competitive inequality among these banks. 


Published in June 2004, the revised framework is based on 
three pillars: minimum capital requirements, supervisory 
review of banks’ capital adequacy, and greater disclosure to 
promote market discipline. The G-10 countries are expected 
to start implementing the revised framework at the begin- 
ning of 2007. Other countries will implement the frame- 
work as domestic circumstances warrant. In the interim, 
commercial banks and supervisors are devoting consider- 
able resources to enhancing their systems and processes so 


that they will be ready to implement the new framework. 


1. The Office of the Superintendent of Financial Institutions and 
the Bank of Canada are both members of the Basel Committee 
on Banking Supervision. 
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changes to, and the promotion of, codes of con- 
duct governing behaviour in foreign exchange 
markets and fixed-income markets. In February, 
the Bank hosted a workshop to discuss transpar- 
ency that brought together both Canadians and 
international academics, regulators, and market 
participants. The Bank also hosted an initial 
meeting of the Bond Market Forum, a group of 
investors, dealers, and service-providers interested 
in promoting well-functioning fixed-income markets. 





Governor Dodge and Director Aldéa Landry with Fellowship 
recipient Professor René Garcia 


Bank of Canada's 
Fellowship Program 


The 2004 Fellowship was awarded to Professor René Garcia 
of the Université de Montréal, who is internationally 
recognized for his work in the fields of finance, macro- 


economics, and financial economics. 


The Bank's Fellowship Program is designed to recognize 
and encourage leading-edge research in areas critical to 
the Bank’s mandate: macroeconomics, monetary eco- 
nomics, international finance, as well as the economics of 
financial markets and institutions (including issues related 
to financial stability). Successful candidates receive an 
annual stipend for a renewable five-year period, as well as 


additional funds for research assistance and related expenses. 


The next Fellowship will be awarded early in 2005. 


Research and Communication 


Promoting active debate on issues affecting the 
financial system is an important aspect of the 
Bank’s work. The Financial System Review, first 
published in December 2002, is becoming an 
increasingly important vehicle for providing infor- 
mation on topics of interest to market participants, 
policy-makers, regulators, and academics. The 
Bank also hosts conferences and workshops to 
discuss financial system issues. In 2004, work- 
shops were held on the operation of hedge funds 
in Canada, market transparency, and Canadian 
fixed-income markets. 


During 2004, Bank staff published working papers 
on various topics related to the financial system. 
These included an examination of the literature 
on competition in the banking sector, the potential 
for cyclicality of bank capital under the proposed 
Basel II capital framework, capital market issues, 
and financial conditions indexes for Canada. The 
Bank also began to work with the Bank of Finland 
and other central banks to extend the usefulness 
of a model that simulates the behaviour of partici- 
pants in a payments system. 


Operating Expenses 


Operating expenses for the financial system 
function in 2004 were $26.6 million, approxi- 
mately 10 per cent of the Bank’s total operating 
expenses. In 2003, expenses for this function 
were $24.4 million. In accordance with the 
Bank’s medium-term plan, the increase reflects 
the growing importance of this function as it 
relates to promoting safe and efficient domestic 
and international financial systems, with much 
of the increase related to the redevelopment of 
the automated systems that support operations. 


Financial System Activities as a 
Proportion of Total Bank Expenses 
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FUNDS MANAGEMENT 





The Bank of Canada’s most significant role in the area of funds management is 
as fiscal agent for the Government of Canada. Its operations, complex business 
decisions, research and analysis, provision of policy advice, and investment in 
systems and resources also extend to asset-management activities associated 


with the Bank of Canada’s balance sheet and its pension fund. 





Foreign exchange trading room, 1989 
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Participants at the 2004 Borrowers’ Conference 


Borrowers’ Conference 


Maintaining ongoing relationships with stakeholders, 
including issuers, in domestic debt markets is an impor- 
tant part of the Bank's funds-management activities. 
The Bank of Canada and the Department of Finance 
work in partnership with market participants so that 


debt markets in Canada function well. 


In June, the Bank of Canada and the Department of 
Finance hosted the 2004 Borrowers’ Conference. This is 
an annual forum where issues of mutual interest to gov- 
ernment borrowers in Canada are discussed. Hosting of 
the annual event is shared among borrowers that repre- 
sent the federal, provincial, and territorial governments 
across Canada. Topics discussed at this year’s conference 
included policies and strategies for debt issuance, the 
evolution of electronic fixed-income trading platforms, 
trends and implications of financial market consolida- 
tion, risk management, and straight-through processing 


of securities trades. 





As the government’s fiscal agent, the Bank works 
closely with the Department of Finance and provides 
banking, treasury, and debt- and reserve-management 
services. It also operates an independent Financial 
Risk Office to monitor the risk positions and perfor- 
mance activities of these services. An external review 
of the governance arrangements overseeing these 
activities, conducted in 2004, concluded that the 
framework met the standards of good governance. 





The federal government’s domestic debt program 
continued to be guided by efforts to support the 
liquidity of Government of Canada markets in the face 
of a declining market debt stock. The focus continued 
to be on maintaining the liquidity of benchmark bonds 
through the buying back of less-liquid, older maturi- 
ties and the increased issuance of benchmark bonds. 
In addition, a review of the government’s debt-distri- 
bution framework was initiated in 2004 to assess the 
effectiveness of the current framework, as well as the 
impact of potential changes on the breadth and con- 
testability of participation in primary and secondary 
Government of Canada fixed-income markets. 


In line with the government's objective of reducing the 
share of its fixed-rate debt to 60 per cent by 2007/08, 
the stock of treasury bills increased marginally to 
$117 billion, while the stock of market bonds declined 
by $13.5 billion. Despite this decline, gross issuance of 
benchmark bonds, supported by buyback operations, 
was roughly $38.5 billion. 


The efficiency of the auction process was enhanced 
in April 2004 to reduce the length of time that auc- 
tion participants are exposed to risk. The Bank now 
releases auction results on a best-efforts basis rather 
than at a fixed time. The average turnaround time 
for regular auctions was reduced from 10 minutes 

to 2.8 minutes and for buyback operations from 

15 minutes to 6.9 minutes. 


The government's foreign-currency reserves, held in 
the Exchange Fund Account to provide the government 
with general foreign-currency liquidity and to provide 
funds to help promote orderly conditions in the for- 
eign exchange market, decreased by US$1.8 billion 
to US$34.5 billion. The issuance of $3.1 billion in 
cross-currency swaps partially offset $5.9 billion 

in maturing debt. 


Under the direction of the new Financial Risk Office, 
an enhanced system for reporting on the investment 
returns and financial-risk exposures of the Exchange 
Fund Account was implemented on a pilot basis. 
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Unclaimed Balances 





Chartered banks and federally chartered trust and 
loan companies are required to transfer to the Bank 
of Canada all unclaimed balances maintained 





Managing the Bank’s 


in Canada in Canadian currency that have been Balance Sheet 

inactive for a period of 10 years. The owners of 

these accounts can have their money returned once The size of the Bank's balance sheet is driven by the 
they provide the Bank with proof of ownership. growth of its bank note liabilities. The primary assets 


held as counterparts to these liabilities are Government 


During 2004, financial institutions transferred 
of Canada (GoC) securities. In the mid-1990s, these 


$33 million in unclaimed balances to the Bank. 


There were about 47,000 general inquiries, and assets consisted primarily of treasury bills that would be 
the Bank paid a total of $11.1 million to satisfy available for open-market operations in the implementa- 
8,500 claims. tion of monetary policy. As the framework for the 


implementation of policy increasingly focused on the 


Op er atin g E xpenses overnight interest rate, open-market treasury bill opera- 


tions were no longer conducted. In 1996, the Bank 
Operating expenses for the funds-management 


function in 2004 were $31.3 million, approximately 
11 per cent of the Bank’s total operating expenses. 

This amount represents a moderate increase com- the structure of the government's outstanding stock of 
pared with the $31.0 million in expenses for 2003. domestic marketable debt. This was achieved through a 


gradual increase in Bank participation at bond auctions 


announced that it would acquire assets under a neutral 


approach so that its holdings would broadly align with 


and a reduction in its net participation at treasury bill 


Funds-Management Activities as a 
Proportion of Total Bank Expenses 


auctions, on a non-competitive basis. The 2003 Federal 

Budget outlined the plan to reduce the fixed-rate share 

of government debt from two-thirds to 60 per cent over 

the medium term. The Bank is consequently adjusting 

its acquisition of assets at securities auctions. As at 

3] December, the Bank's holdings of treasury bills had 
tisen to 31.5 per cent of its holdings of GoC securities, 


an increase of 1.1 percentage points. 
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REET ALE DEB te «SE ReVvikGlEss 





Under its retail debt program, the government issues traditional Canada Savings 
Bonds (CSBs), which are redeemable at any time, and Canada Premium Bonds 
(CPBs), which are issued at a higher interest rate than CSBs but are redeemable 


only annually. 
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Processing war savings stamps, Public Debt Division, ca. 1942 (Bank of Canada Archives) 
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Bonds are available through a network of sales 
agents, as well as through organizations spons- 
oring the Payroll Savings Program, and through 
direct sales by telephone or via the Internet. 


As fiscal agent for the government, the Bank is 
responsible for providing operations and systems- 
support services, accounting, and advice for the 
retail debt program. The program is directed by 
the Department of Finance through its agency 
Canada Investment and Savings, which is respon- 
sible for the strategic direction of the business, 

as well as the management of products, sales, 
marketing, and public relations. 


Achieving Cost-Effective 
Back-Office Operations 


During the past year, the Bank continued to 
undertake activities that promote cost-effective 
back-office operations for the retail debt program. 
Despite ongoing increases in transactions volumes, 
investments over the past several years were suc- 
cessful in reducing operations costs. In 2004, total 
costs decreased by $10 million, or 16 per cent on 
a year-over-year basis. 


¢ The web-based system for inquiries and 
redemptions, which permits customers who 
purchase bonds through payroll deductions to 
carry out transactions directly using a lower- 
cost process, resulted in 30 per cent of the 
redemption transactions being handled through 
self-service. 


e The re-tendering in 2003 of the contract for 
back-office operations for bonds held in regis- 
tered plans (RRSPs and RRIFs) resulted in a 
first-year saving of $0.8 million. The transition 
was completed in 2004, and it is expected that 
these operations will continue to meet planned 
cost-saving objectives. 


e Anticipated cost reductions were achieved in 
accordance with the contract for outsourced 
operations signed in 2001 with EDS Canada. 


In 2004, greater emphasis was placed on initia- 
tives intended to improve cost-effectiveness and 
on mandatory operational changes. The move to 
The Canadian Depository for Securities Ltd. of the 
register for retail debt holdings sold and held on 
behalf of customers by investment dealers was 
completed. This strategic initiative uses the existing 


processes and infrastructure of the investment- 
dealer community and moves the business towards 
greater use of non-certificated debt. Savings are 
anticipated to begin next year, and a payback on 
the investment will take approximately 2 years, 
almost a full year less than the original estimate. 


Program Evaluation 


As part of its regular Treasury Evaluation Program, 
the Department of Finance is currently assessing the 
Retail Debt Program. In the context of a continuing 
Canada Savings Bonds Program, efforts are focusing 
on ways to update the program to meet the evolving 
needs of the government and of Canadians. 


Operating Expenses 


Operating expenses for retail debt services 

were $53.8 million, or 19 per cent of the Bank’s 
total operating expenditures. Expenses in 2004 
decreased by $10 million, or 16 per cent on a 
year-over-year basis, reflecting a combination of 
efficiency gains from outsourced operations and 
the introduction of cost-effective innovations. 


Retail Debt Activities as a 
Proportion of Total Bank Expenses 
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FINANGE MINISTER DOUGLAS ABBOTT 

DRAWS A LETTER TO DETERMINE WHICH GROUP OF WAR LOAN BONDS WILL BE CALLED FOR REDEMPTION. 
LOOKING ON ARE (LEFT TO RIGHT) DR. W. CLIFFORD CLARK, DEPUTY MINISTER OF FINANCE, GOVERNOR 
GRAHAM TOWERS, AND &. LOWE, DEPARTMENT OF FINANCE. (1949, BANK OF CANADA ARCHIVES) 


GOVERNOR TOWERS IN 1946 


FOR HIS SERVICE ON THE NATIONAL WAR FINANCE 

COMMITTEE. THE MEDAL WAS PRODUCED FROM NAVAL 
AND AIR EQUIPMENT USED IN THE SECOND WORLD WAR. 
(BANK OF CANADA ARCHIVES) 
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REVENUE AND EXPENSES 








Revenue from Investments 


Total revenue from investments in 2004 was $1.9 billion, down from $2.0 billion 
in 2003. The main source of revenues is interest earned on holdings of federal 
government securities. After expenses, the net revenue paid to the Government 
of Canada in 2004 was $1.7 billion, compared with $1.8 billion in 2003. 


Net revenue is not a good indicator of the Bank’s management performance. 
The Bank deals in financial markets to achieve policy goals, not to maximize its 
revenues. For this reason, the level of operating expenses is a better indicator 
of the Bank’s stewardship of public resources. 


Operating Expenses 


In 2002, the Bank developed a medium-term plan, which set out its strategic 
priorities for meeting policy requirements and corporate responsibilities. 
Throughout 2004, the Bank remained focused on delivering the outcomes con- 
sistent with this plan. As noted earlier in this report, this included investments in 
a number of the Bank’s core responsibilities, as well as working to continue to 
improve the effectiveness of its operations across all business lines. During the 
year, the Bank focused on three key areas: the launch of three new, more secure, 
high-denomination bank notes; the broadening of its research and analysis of 
macroeconomic and financial issues; and updating the technology that supports 
its key operational systems. 


For the Bank’s main functions—monetary policy, currency, financial system, and 
funds management—total operating expenses in 2004 were $228 million, an 
increase of $16 million from 2003. Three-quarters of this increase was directly 
attributable to the bank note order. The remainder of the increase was attributable 
to the higher cost of salaries and benefits, partially offset by other reductions. 


Bank Notes 


In response to concerns about bank note security, the Bank has undertaken a 
three-pronged strategy for securing Canada’s bank notes. This strategy includes 
significant investments in note security, education, and compliance initiatives. 
During 2004, the increased cost of fulfilling these requirements was approxi- 
mately $14 million. The direct cost of designing, producing, and shipping the 
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Operating Expenses 
Monetary policy, currency, financial system, and funds management 
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bank notes accounts for $12 million of this 
increase. The remainder relates to the significant 
investment in communications and education 
required for each new note launch. For 2004, 
the total direct cost of producing bank notes for 
distribution, which is the largest component of 
the currency function, was $51 million. This cost 
is not expected to increase or decrease signifi- 
cantly in 2005. 


Salaries and Benefits 


The Bank’s compensation strategy offers a mar- 
ket-competitive total compensation package aimed 
at attracting and retaining staff. The Bank’s total 
salary and benefit expenses increased by $7 mil- 
lion from 2003, of which $3 million is attributable 
to an increased provision for employee future ben- 
efits. Three main factors account for the rest of the 
increase: annual salary increases, which ranged 
from 2 to 2.5 per cent; a shift towards the skilled 
resources necessary to broaden the research and 


Salaries and Benefits 
Monetary policy, currency, financial system, funds management, 
and retail debt services 
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analysis conducted to support public policy; and 
additional requirements for technological staff to 
support initiatives related to operational systems. 


Retail Debt Services 


The Bank has provided “back-office” services to 
Canada Investment and Savings—the agency of 
the Department of Finance responsible for the 
government's retail debt program—since the 
agency’s inception in 1996. 


In 2004, expenses for retail debt operations con- 
tinued to decline, as they have done each year 
since 2001, when the Bank outsourced its retail 
debt operations to EDS Canada. Direct expenses 
for the retail debt program, including amounts 
invoiced by EDS Canada, are recovered from the 
Government of Canada. 


Operating Expenses 
Retail debt services 
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BANK OF CANADA 

FINANCIAL REPORTING RESPONSIBILITY 
The accompanying financial statements of the Bank of Canada have been prepared by management 
in accordance with Canadian generally accepted accounting principles and contain certain items that 
reflect best estimates and judgment of management. The integrity and reliability of the data in these 


financial statements is management’s responsibility. Management is responsible for ensuring that all 
information in the Annual Report is consistent with the financial statements. 


In support of its responsibility, management has developed and maintains financial and management 
control systems and practices to provide reasonable assurance that transactions are properly authorized 
and recorded, that financial information is reliable, that the assets are safeguarded and liabilities 
recognized, and that the operations are carried out effectively. The Bank has an internal Audit 
Department, whose functions include reviewing internal controls, including accounting and 

financial controls and their application on an ongoing basis. 


The Board of Directors is responsible for ensuring that management fulfills its responsibilities for financial 
reporting and internal control and exercises this responsibility through the Audit Committee of the 
Board. The Audit Committee is composed of members who are neither officers nor employees of the 
Bank and who are financially literate. The Audit Committee is therefore qualified to review the Bank’s 
annual financial statements and to recommend their approval by the Board of Directors. The Audit 
Committee meets with management, the Chief Internal Auditor, and the Bank’s external auditors who 
are appointed by Order-in-Council. The Audit Committee has established processes to evaluate the 
independence of the Bank’s external auditors and reviews all services provided by them. The Audit 
Committee has a duty to review the adoption of, and changes in, accounting principles and procedures 
that have material effect on the financial statements, and to review and assess key management 
judgments and estimates material to the reported financial information. 


These financial statements have been audited by the Bank’s external auditors, Deloitte & Touche LLP 
and Ernst & Young LLP, and their report is presented herein. The external auditors have full and 
unrestricted access to the Audit Committee to discuss their audit and related findings. 


D.A. Dodge, Governor S. Vokey, CA, Chief Accountant 


Ottawa, Canada 
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AUDITORS OF THE BANK OF CANADA 


AUDITORS’ REPORT 
To the Minister of Finance, registered shareholder of the Bank of Canada 


We have audited the balance sheet of the Bank of Canada as at 31 December 2004 and the statement 
of revenue and expense for the year then ended. These financial statements are the responsibility of 
the Bank’s management. Our responsibility is to express an opinion on these financial statements 
based on our audit. 


We conducted our audit in accordance with Canadian generally accepted auditing standards. Those 
standards require that we plan and perform an audit to obtain reasonable assurance whether the 
financial statements are free of material misstatement. An audit includes examining, on a test basis, 
evidence supporting the amounts and disclosures in the financial statements. An audit also includes 
assessing the accounting principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the financial position 
of the Bank as at 31 December 2004 and the results of its operations and its cash flows for the year 
then ended in accordance with Canadian generally accepted accounting principles. 


The financial statements as at 31 December 2003 and for the year then ended were audited by 
Deloitte & Touche LLP and Raymond Chabot Grant Thornton, General Partnership who expressed 
an opinion without reservation in their report dated 20 January 2004. 


DM Tycho P linet © Jaors LL 


DELOITTE & TOUCHE LLP ERNST & YOUNG LLP 


Chartered Accountants Chartered Accountants 


Ottawa, Canada 
21 January 2005 
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BANK OF CANADA 


STATEMENT OF REVENUE AND EXPENSE 
Year ended 31 December 2004 
(Millions of dollars) 


REVENUE 
Revenue from investments, net of interest paid on deposits 
O17 939. 2 million(e42.4 miilion: in-2003) is... sees 3 edie hss -k sakes kc tee ake 


EXPENSE by function (notes 1 and 3) 
DAGMOLATN POUCY ety cesta se aro tte eee sets oe ves eh rae eke ets wees licea aa 


WUT POMC Veneta ee ate ence nec each ches hen atlas ica te east geet soe HE RAGE lakes anor 
Binauciansysieies acer AON Sent ee te oe Mane We Al oe ee ta 


PUTTS IT ATTA VORICTL mil ed eee We nae ac Mi tasy eee OT aeset erek eeeena 


otal USDt SCEVICES OX DOUIGOS oa, koa alas ees soonest tate eae eeoctina absvel oan ateeeaeee 


RetailidebtserviGeS—KeCOVETICS teres eere eee eee ee Ot ea 


NET REVENUE PAID TO 
RECEIVER GENERAL FOR CANADA. oococcccccccccccccccccccecccecescceccceseeececessssec 


(See accompanying notes to the financial statements.) 














2004 2003 
1,928.9 BOTS 
54.3 54.6 
115.7 101.9 
26.6. 24.4 
31.3 31.0 
227.9 211.9 
53.8 63.8 
(53.8) (63.8) 
224.9 211.9 
1,701.0 1-759;:6 
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BANK OF CANADA 


BALANCE SHEET 
As at 31 December 2004 
(Millions of dollars) 


ASSETS 


Deposits in foreign currencies : 
WSs Collars cheek ee i rtren ae nthe eee nse ACT eee See eet nc enc ODL ea Rete mec ee Nance 


OPER TCUETEIVGIES a Ate er artes ee sce ee Ne ee RE ae aN Fag 


Advances to members of the Canadian 
Payments ASSOCIAGIOIN: S655. oes cate oas laos ssn tetenton Seer nce oud un aoon saad ews ar enceamteteacndeleret 


Investments (note 4) 
Treasury ils of Canada trees ca. eercnoee pc eae tettcad pea ecdee a aarley ena eet ee cen teees 


Other securities issued or guaranteed by 
Ganada maturing Within MNreG, VOaLs s3<...0c2s61.8.eneasttess tosses -Uevensee ease sega 


Other securities issued or guaranteed by 
Canada not maturing within three years. 35.5. esstescsacondvestavase-apene¥esesstoences 


OHEPRANIVESTMENITS acheter arcane ee a eee Nine etn Rrar CR MIL Se ad SL fas) AOU eRe cee 


Bank: premises: (Mote <5) ssesensecee scree coronas eden atts restore ota See ee oe eae cane toe 


Other assets 
Securities purchased under resale agreements’ 6.05.55, v..: 4c onesstesuorsnccenetedss 


AL Other ASSO tS cote sG)) acces ree ee cee ern TE te ie eT nae ee 


(See accompanying notes to the financial statements.) 





2004 2003 
507.2 932.9 
5.5 8.4 
512.7 541.3 
0.5 = 
13,628.8 LZ ot le2 
9,153.9 8,934.3 
20,408.1 20,130.5 
2.6 2.6 
43,193.4 41,178.6 
129.3 130.9 
2,519.1 1,902.1 
375.8 365.0 
2,894.9 Zee tok 
46,730.8 44,117.9 


BANK OF CANADAC —-“ ANNUAL REPORT 2004 


LIABILITIES AND CAPITAL 2004 2003 
Bank notes-in ‘circulation (notes). (s2i.5.26c).c.5.cesoesccactegeeoc teed ccdbeedete ubenseriwhense 44,240.6 42,190.6 
Deposits 
COVE CRIN GROIN AN ACD os clea cpeseier tua ont otek ee ta toads ou eee eh ves 1,062.7 D3e.0 
BANKS eee ce ene einen ar fe MCt ete eee A enact ince hee vette ascents ae 382.1 SO 
Other members of the Canadian Payments Association ............0..cccccccceeeeeeeeeee 118.8 140.8 
OLDOTEAG SI Sanit eee en tia seee eee aren wae ene ee od eee nena eth Pecan 382.8 Boe 
1,946.4 1,370.5 
Liabilities to the Government of Canada 
WES MOORES renee pace ines rate. Ae mtn ae cosas pac enc aatebot te sda asa tneteam inten ene eteeeesoseaN iad 383.5 403.0 
Other liabilities 
A WTAY AY Ssiegt NEY CARA (Scheer AU rr igs Re Don ae ent Ne toe We A 130.3 T2358 
46,700.8 44,087.9 
Capital 
EHRELC CO PIEAR (OLE TS is crag te eee esky eM Meee Near Lan eee ra fA tea 5.0 5.0 
BLAIEOLys COSOry Oe. LMOtes MN mneue Macc t eemnie cet nent ME he Rute Cauhocr emda tenuis 25.0 25.0 
30.0 30.0 
46,730.8 44,117.9 
vee ae 
D.A. Dodge, Governor S. Vokey, CA, Chief Accountant 


~ On behalf of the Board 





J.S/Lanthier, CM, FCA, 
ir, Audit Committee and Lead Director 


(See accompanying notes to the financial statements.) 

















A. Landry, Q.C. 


Chair, Planning and Budget Committee 
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NOTES TO THE FINANCIAL STATEMENTS 
Year ended 31 December 2004 


(Amounts in the notes to the financial statements are in millions of dollars, unless otherwise stated). 


The business of the Bank 


The Bank of Canada’s responsibilities focus on the goals of low and stable inflation, a 
safe and secure currency, financial stability, and the efficient management of government 
funds and public debt. These responsibilities are carried out as part of the broad functions 
described below. Expenses in the Statement of revenue and expense are reported on the 
basis of these five corporate functions as derived through the Bank’s allocation model. 


Monetary policy 


Contributes to solid economic performance and rising living standards for Canadians . 
by keeping inflation low, stable, and predictable. 


Currency 


Designs, produces, and distributes Canada’s bank notes, focusing on counterfeit 
deterrence through research on security features, public education, and partnership 
with law enforcement; replaces and destroys worn notes. 


Financial system 
Promotes safe, sound, and efficient financial system, both within Canada and internationally. 
Funds management 


Provides high-quality, effective, and efficient funds-management services for the 
government, as its fiscal agent; for the Bank; and for other clients. 


Retail debt services 


Ensures that all holders of Canada Savings Bonds, Canada Premium Bonds, and Canada 
Investment Bonds have their information registered and their accounts serviced through 
efficient operations and systems support. The Bank recovers the cost of retail debt 
operations from the Canada Investment and Savings Agency. 


In accordance with the Bank of Canada Act, the net revenue of the Bank is remitted 
to the Receiver General for Canada. 


Significant accounting policies 


The financial statements of the Bank are in accordance with Canadian generally accepted 
accounting principles (GAAP) and conform to the disclosure and accounting requirements 
of the Bank of Canada Act and the Bank’s bylaws. A cash flow statement has not been 
prepared since the liquidity and cash position of the Bank and other cash flow information 
regarding the Bank’s activities may be derived from the Statement of revenue and expense 
and the Balance sheet. 


BANK OF CANADA —“ANNUAL REPORT 2004 


The significant accounting policies of the Bank are: 
a) Accounting estimates 


The preparation of financial statements in accordance with Canadian generally accepted 
accounting principles requires management to make estimates and assumptions that affect 
the amounts reported in the financial statements and the notes to the financial statements. 
These estimates, mostly in the area of pension and other employee future benefits, are 
based on management’s best knowledge of current events. Actual results may differ 

from those estimates. 


b) Revenues and expenses 
Revenues and expenses are accounted for on an accrual basis. 
c) Employee benefit plans 


The Bank sponsors a number of defined-benefit plans that provide pension and other 
post-retirement and post-employment benefits to its eligible employees. The Bank accrues 
its obligations under these benefit plans and the related costs, net of plan assets. The costs 
and the obligations of the plans are actuarially determined using the projected benefit 
method and using management’s best estimate of the expected investment performance of 
the plans, salary escalation, retirement ages of employees, and expected health care costs. 


The benefit plan expense (income) for the year consists of the current service cost, the inter- 
est cost, the expected return on plan assets, and the amortization of unrecognized past service 
costs, actuarial losses (gains), as well as the transitional obligation (asset). Calculation of 
the expected return on assets for the year is based on the market value of plan assets using 
a market-related value approach. The market-related value of plan assets is determined 
using a methodology where the difference between the actual and expected return on the 
market value of plan assets is amortized over five years. 


The excess of the net accumulated actuarial loss (gain) over 10 per cent of the greater of the 
benefit obligation and the market-related value of plan assets is amortized over the expected 
average remaining service lifetime (EARSL) of plan members. Past service costs arising from 
plan amendments are deferred and amortized on a straight-line basis over the EARSL at the 


date of amendments. 


On 1 January 2000, the Bank adopted the new accounting standard on employee future 
benefits using the prospective application method. The initial transitional balances are 
amortized on a straight-line basis over the EARSL, as at the date of adoption. The EARSL 
has been determined to be 12 years for the pension plans and for the long-service benefit 
program, 14 years for the post-retirement health care plan, and 7 years for post- 
employment benefits plans. 
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d) Translation of foreign currencies 


Assets and liabilities in foreign currencies are translated to Canadian dollars at the rates 
of exchange prevailing at the balance sheet dates. Investment income is translated at the 
rate in effect at the date of the transaction. The resulting gains and losses are included in 
the Statement of revenue and expense. 


e) Advances 


Advances to members of the Canadian Payments Association are liquidity loans that are fully 
collateralized and generally overnight in duration. The Bank charges interest on advances 
under the Large Value Transfer System (LVTS) at the Bank Rate. 


f) Investments 


Investments, consisting mainly of Government of Canada treasury bills and bonds, are 
recorded at cost and are adjusted for amortization of purchase discounts and premiums 
using the constant-yield method for treasury bills and bankers’ acceptances and the 
straight-line method for bonds. The amortization, as well as gains and losses on 
disposition, is included in the Statement of revenue and expense as revenue. 


g) Securities Lending Program 


The Bank operates a Securities Lending Program to support the liquidity of Government 
of Canada securities by providing a secondary and temporary source of these securities to 


_the market. These securities-lending transactions are fully collateralized and are generally 


overnight in duration. The securities loaned continue to be accounted for as investment 
assets. Lending fees charged by the Bank on these transactions are included in revenue 
at the date of the transaction. 


h) Bank premises 


Bank premises, consisting of land, buildings, computer hardware/software, and other 
equipment, are recorded at cost less accumulated depreciation. Depreciation is calculated 
using the straight-line method and is applied over the estimated useful lives of the assets, 
as shown below. 





Buildings 25 to 40 years 
Computer hardware/software 3 to 7 years 
Other equipment 5 to 15 years 





i) Securities purchased under resale agreements 


Securities purchased under resale agreements are repo-type transactions in which the 
Bank offers to purchase Government of Canada securities from designated counterparties 
with an agreement to sell them back at a predetermined price on an agreed transaction 
date. These agreements are treated as collateralized lending transactions and are recorded 
on the balance sheet at the amounts at which the securities were originally acquired plus 
accrued interest. 
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j) Deposits 


The liabilities within this category are Canadian-dollar demand deposits. The Bank 
pays interest on the deposits for the Government of Canada, banks, and other financial 
institutions at market-related rates. Interest paid on deposits is included in the 
Statement of revenue and expense. 


k) Securities sold under repurchase agreements 


Securities sold under repurchase agreements are reverse repo-type transactions in which 
the Bank offers to sell Government of Canada securities to designated counterparties with 
an agreement to buy them back at a predetermined price on an agreed transaction date. 
These agreements are treated as collateralized borrowing transactions and are recorded 
on the balance sheet at the amounts at which the securities were originally sold plus 
accrued interest. 


1) Insurance 


The Bank does not insure against direct risks of loss to the Bank, except for potential 

liabilities to third parties and where there are legal or contractual obligations to carry 
insurance. Any costs arising from these risks are recorded in the accounts at the time 
they can be reasonably estimated. 
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3. Expense by class of expenditure 











2004 2003 
rete Es 8 [oc abd re ener Okay GR eT RM ce eet nh Mily e oo Regt ae Aap pala teh Pl Aen cae 82.1 CD22 
Benefits and other Staff expenses ...(o-4ccs seer cabs teu, A eceey ose aw seine aioe eee 29.7 coud 
GUETOICY COSTS ce Ratccxcne acm ttanblciae tee cee acon Tie ten gece eared ee ee 58.6 46.6 
Premises MPAIILEN ANCE! scat ace ost eae, eon reas cee ee ease ee 20.5 7A bess 
DELVICES ANU SUPPHOS <..c2hec ti ecdeesav a eee ace tes eed 2 een ta aS naga 83.9 93.4 
Depreciation cy sons exc. ey ete ee ee eon ees Banca Se, aetaveals ees ote 17.0 1973 

291.8 285.7 

- Recoveries 
Retail. debt. services’.:20...casacaun onic SoG ereue ee eens (53.8) (63.8) 
0110 aareer een ah eh eater at fy PNAS RRR owms 5 Phe t A i ts etna | Ruby VAM che Ce (10.1) (10.0) 
TOU ab rigs Aocse ores te ie an cate ants ee aE ae ect ad OTE RT EE Zou 2ia9 





Recoveries represent the fees charged by the Bank for a variety of services. 


4, Investments 




















2004 2003 
Amortized Fair Average Amortized Fair Average 
Securities cost . value yield % cost value yield % 
Treasury bills 
of Canada 13,628.8 13,634.1 2.6 123d 2 42,521.3 2.8 
Other securities issued 
or guaranteed by 
Canada maturing 
within 3 years 9,153.9 9,480.1 5.3 8,534.3 8,842.5 5.4 
Other securities issued 
or guaranteed by 
Canada maturing 
in over 3 years but 
not over 5 years 5,910.4 6,271.1 5.2 5,760.2 6,147.5 5.6 
Other securities issued 
or guaranteed by 
Canada maturing 
in over 5 years but 
not over 10 years 8,954.2 9,786.5 5.7 SHOES, 9,749.5 5.8 
Other securities issued 
or guaranteed by 
Canada maturing 
in over 10 years 5,943.5 6,469.4 6.0 5,342.4 6,026.9 6.2 
43,190.8 45,641.2 41,176.0 43 ,287.7 
Shares in the Bank for 
International Settlements 2.6 200.4 2.6 19 5el 
43,193.4 45,841.6 41,178.6 43,482.8 
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The Bank typically holds its investments in treasury bills and bonds until maturity. 
The amortized book values of these investments approximate their par values. There 
were no securities loaned under the Securities Lending Program as at 31 December 2004. 


The fair value of securities is based on quoted market prices. 


In 1970, the Bank acquired 8,000 shares in the Bank for International Settlements (BIS) 
in order to participate in the BIS and in international initiatives generally. The shares are 
not traded, and the fair value has been estimated based on information in the financial 
statements of the BIS and exchange rates prevailing at the balance sheet dates. 


Bank premises 



































2004 2003 
Accumulated Net book Accumulated Net book 
Cost depreciation value Cost depreciation value 
Land and buildings 167.5 85.0 82.5 167.5 81.6 85.9 
Computer hardware/ 
software 65.6 49.3 16.3 het 43.0 14.7 
Other equipment 140.5 114.0 26.5 136.8 107.7 Zon 
373.6 248.3 125.3 362.0 PRGA: 129:7 
Projects in progress 4.0 = 4.0 1.2 ~ is 
377.6 248.3 129.3 303.2 Zoene 1309 























Projects in progress consists of capital improvements to the head-office building and the 
upgrade to the note-processing system and other computer systems. 


The replacement of the HR service-delivery system was completed in 2004 and is included 
in the category Computer hardware/software. 


All other assets 


This category includes accrued interest on Canadian investments of $245.9 million 
($257.9 million in 2003). It also includes the pension accrued benefit asset of $84.7 million 
($78.6 million in 2003). 
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Bank notes in circulation 


In accordance with the Bank of Canada Act, the Bank has the sole authority to issue bank 
notes for circulation in Canada. The denominational breakdown is presented below. 


2004 2003 
$5 891.0 826.9 
$10 1,018.3 9721 
$20 13,729.7 12,856.2 
$50 6,681.9 6,623.3 
$100 19,919.6 18,731.5 
Other bank notes » 2,000.1 2,180.6 


44,240.6 42,190.6 


Other bank notes include denominations that are no longer issued but remain as legal tender. 


Share capital 


The authorized capital of the Bank is $5.0 million divided into 100,000 shares with a par 
value of $50 each. The shares are fully paid and, in accordance with the Bank of Canada 
Act, have been issued to the Minister of Finance, who is holding them on behalf of the 
Government of Canada. 


Statutory reserve 


The rest fund was established in accordance with the Bank of Canada Act and represents 
the statutory reserve of the Bank. The statutory reserve was accumulated out of net 
revenue until it reached the stipulated maximum amount of $25.0 million in 1955. 


Employee benefit plans 


The Bank sponsors a number of defined-benefit plans that provide pension and other 
post-retirement and post-employment benefits to its eligible employees. 


The pension plans provide benefits under a Registered Pension Plan and a Supplementary 
Pension Arrangement. Pension calculation is based mainly on years of service and average 
pensionable income and is generally applicable from the first day of employment. The 
pension is indexed to reflect changes in the consumer price index on the date payments 
begin and each 1 January thereafter. 


The Bank sponsors post-retirement health, dental, and life insurance benefits, as well as 
post-employment self-insured Long-Term Disability and continuation of benefits to disabled 
employees. The Bank also sponsors a long-service benefit program for employees hired 
before 1 January 2003. 
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The Bank measures its accrued benefits obligations and fair value of plan assets for 
accounting purposes as at 31 December of each year. The most recent actuarial valuation 
for funding purposes of the Registered Pension Plan was done as of 1 January 2002, and 
the next required valuation will be as of 1 January 2005. 


The total cash payment for employee future benefits for 2004 was $8.6 million ($9.7 million 
in 2003), consisting of $3.5 million ($3.1 million in 2003) in cash contributed by the Bank 
to its funded pension plans and $5.1 million (6.6 million in 2003) in cash payments directly 
to beneficiaries for its unfunded other benefits plans. 


Information about the employee benefit plans is presented in the tables below. 


Plan assets, benefit obligation, and plan status 








Pension benefit plans Other benefit plans 

2004 2003 2004 2003 
Plan assets 
Fair value of plan assets at beginning of year 726.8 639.2 - - 
Bank’s contributions 3.5 3.1 = = 
Employees’ contributions 7.9 5:2 - - 
Benefit payments and transfers (30.4) (26.2) - - 
Actual return on plan assets 91.6 105.5 aS Rais 
Fair value of plan assets at year-end! 799.4 726.8 = = 





1. The pension benefit plans’ assets were composed of 58 per cent in equities, 27 per cent in bonds, 
10 per cent in real return investments, 3 per cent in short-term securities and cash, and 2 per cent 
in real estate assets (unchanged from 2003). 


Benefit obligation 


Benefit obligation at beginning of year 663.3 612.1 112.7 106.4 
Current service cost ; Yada fed Zea 4.5 4.4 
Interest cost 35.2 Ow, 6.1 5,0 
Benefit payments and transfers (30.4) (26.2) (5.1) (6.6) 
Actuarial loss 24.9 25.8 8.1 es 
Benefit obligation at year-end 715.2 663.3 126.3 T2577. 


Plan status 


Excess (deficiency) of fair value of plan assets 


over benefit obligation at year-end 84.2 63.5 (126.3) (11227) 
Unamortized net transitional obligation (asset) (88.1) (100.6) 25.8 regs 
Unamortized cost of amendments 21.9 24.2 4.0 5.0 
Unamortized net actuarial loss 66.7 91:5 25.6 118.2 
Accrued benefit asset (liability) 84.7 _ 78.6 (70.9) (60.3) 


The accrued benefit asset for the defined-benefit pension plans is included in the balance 
sheet category All other assets. The total accrued benefit liability for the other benefits 
plans is included in the balance sheet category All other liabilities. 
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Benefit plan expense (income) 


Current service cost, 
net of employees’ contributions 

Interest cost 

Actual return on plan assets 

Actuarial loss 

Curtailment loss 

Benefit plan expense (income), 
before adjustments to recognize 
the long-term nature of employee 
future benefit costs 


Adjustments 


Difference between expected return 

and actual return on plan assets for the year 
Difference between amortization 

of past service costs for the year 

and actual plan amendments for the year 
Difference between amortization 

of actuarial loss for the year 

and actual loss on accrued benefit 

obligation for the year 
Amortization of transitional obligation (asset) 
Benefit plan expense (income) 

recognized in the year 


Significant assumptions 


Pension benefit plans 





2004 


14.3 
35.2 
(91.6) 
24.9 


(17.2) 


48.8 


Paes 


(23.9) 
(12.6) 


5 


2003 


423 

30.9 
(105.5) 

20-5 


64.4 


Zo 


Other benefit plans 





2004 


4.5 
6.1 


8.1 


18.7 


1.0 


The significant assumptions used are as follows (on a weighted-average basis). 


Accrued benefit obligation 
as at 31 December 


Discount rate 
Rate of compensation increase 


Pension benefit plans 





2004 


5.00% 
4.00% 
+merit 


2003 


5.25% 
4.00% 
+merit 


2003 


4.3 
ie 


1.0 


Other benefit plans 


tal 1 alta ‘ 
a eee ne oe ee eee 





2004 


4.80% 
4.00% 
+merit 


2003 


5.30% 
4.00% 
+merit 


Pe ay ee) 


Wy ene “maine RS 


ee ee 
ee a, Cae, 
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Significant assumptions (cont’d) 


Pension benefit plans 





2004 2003 
Benefit plan expense for 
year ended 31 December 
Discount rate 9.25% 5.90% 
Expected rate of return on assets 6.00% 6.00% 
Rate of compensation increase 4.00% 4.00% 
+merit +merit 


Assumed health care cost trend 


Initial health care cost trend rate 
Health care cost trend rate declines to 
Year that the rate reaches 

the ultimate trend rate 


2004 sensitivity of key assumptions 


Change in obligation 





Impact of 0.25% increase/decrease in assumptions 
Pension benefit plans 


Change in discount rate (SHED) /aSk5 


Change in the long-term rate of return 
on plan assets -/- 


Other benefit plans 
Change in discount rate (4.9)/5.2 


- Impact of 1.00% increase/decrease in assumptions 
Other benefit plans 


Change in the assumed health 
care cost trend rates 16.8 / (12.8) 


Other benefit plans 





2004 2003 

5.30% 5.30% 
4.00% 4.00% 
+merit +merit 
9.63% 9.63% 
4.50% 4.50% 
2014 2013 


Change in expense 





(1.7)/3.4 


(1.8) / 1.8 


(0.6) /0.3 


1.2 / (0.9) 
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Commitments, contingencies, and guarantees 
a) Operations 


The Bank has a long-term contract with an outsourced service provider for retail debt 
services, expiring in 2011. As at 31 December 2004, fixed payments totalling $96.6 million 
remained, plus a variable component based on the volume of transactions. The Bank 
recovers the cost of retail debt services from the Canada Investment and Savings Agency. 
Commitments relating to other processing services are $5.6 million, expiring in June 2006. 


Commitments related to capital improvements to the head office building totalling 
$11.2 million are outstanding as at 31 December 2004. The work is expected to be 
completed in the next year. 


b) Foreign currency contracts 


The Bank is a participant in foreign currency swap facilities with the U.S. Federal Reserve for 
US$2 billion, the Banco de México for Can$1 billion, and with the Exchange Fund Account of 
the Government of Canada. There were no drawings under any of those facilities in 2004 or 
2003 and, therefore, there were no commitments outstanding as at 31 December 2004. 


c) Investment contracts 


Sale investment contracts outstanding as at 31 December 2004, of $2,516.8 million, at an 
interest rate of 2.50 per cent under special purchase and resale agreements, were settled 
by 12 January 2005 ($1,899.7 at the end of 2003 at an interest rate of 2.75 per cent). 


d) Contingency 


The 8,000 shares in the BIS have a nominal value of 5,000 special drawing rights (SDR) 
of which 25 per cent; i.e., SDR1,250, is paid up. The balance of SDR3,750 is callable 
at three months’ notice by decision of the BIS Board of Directors. 


e) Legal proceedings 


During the year, legal proceedings were initiated against the Bank relating to the Bank 
of Canada Registered Pension Plan. Since the Bank’s legal counsel is of the view that the 
plaintiffs claims for compensation do not have a sound legal basis, management does not 
expect the outcome of the proceedings to have a material effect on the financial position 
or operations of the Bank. 


f) Guarantees 


In the normal course of operations, the Bank enters into certain guarantees, which are 
described below. 
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Large Value Transfer System (LVTS) Guarantee 


The LVTS is a large-value payment system, owned and operated by the Canadian 
Payments Association. The system’s risk-control features, which include caps on net debit 
positions and collateral to secure the use of overdraft credit, are sufficient to permit the 
system to obtain the necessary liquidity to settle in the event of the failure of the single 
LVTS participant having the largest possible net amount owing. The Bank guarantees to 
provide this liquidity, and in the event of the single participant failure, the liquidity loan 
will be fully collateralized. In the extremely unlikely event that there were defaults by 
more than one participant during the LVTS operating day, in an aggregate amount in 
excess of the largest possible net amount owing by a single participant, there would not 
likely be enough collateral to secure the amount of liquidity that the Bank would need to 
provide to settle the system. This might result in the Bank having unsecured claims on the 
defaulting participants in excess of the amount of collateral pledged to the Bank to cover 
the liquidity loans. The Bank would have the right, as an unsecured creditor, to recover 
any amount of its liquidity loan that was unpaid. The amount potentially at risk under this 
guarantee is not determinable, since the guarantee would be called upon only if a series of 
extremely low-probability events were to occur. No amount has ever been provided for in 
the liabilities of the Bank, and no amount has ever been paid under this guarantee. 


Other Indemnification Agreements 


In the normal course of operations, the Bank provides indemnification agreements with 
various counterparties in transactions such as service agreements, software licences, 
leases, and purchases of goods. Under these agreements, the Bank agrees to indemnify 
the counterparty against loss or liability arising from the acts or omissions of the Bank 
in relation to the agreement. The nature of the indemnification agreements prevents the 
Bank from making a reasonable estimate of the maximum potential amount that the 
Bank would be required to pay such counterparties. 
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Marcus L. Jewett, QC, General Counsel and Corporate Secretary* 


Advisers 


Janet Cosier,*' Pierre Godin,’ Clyde A. Goodlet, John D. Murray, Ronald M. Parker,’ 
Christopher Ragan,‘ Bonnie J. Schwab, John G. Selody 


Financial Markets 


George Pickering 
Ross MacKinnon 
Miville Tremblay 
Donna Howard 
Scott Hendry 
Ron Morrow 


Chief 

Director, Toronto Division 
Director, Montréal Division 
Deputy Chief 

Research Director 

Director, Funds Management 


Financial Risk Office 


Mark Zelmer Director 
Research 
Agathe Coté Chief 


Paul Fenton 
Robert Amano 
Donald Coletti 


Deputy Chief 
Research Director 
Research Director 


Monetary and Financial Analysis 
Allan Crawford 
Pierre St-Amant 
Walter N. Engert 
Brian O'Reilly 


Chief 
Research Director 
Research Director 
Research Director?’ 


International 


James E. Powell 
Graydon Paulin 
James A. Haley 
Robert Lafrance 
Lawrence L. Schembri 


Chief 

Deputy Chief 
Research Director® 
Research Director 
Research Director 


Banking Operations 


Gerald T. Gaetz 
Geoffrey King 


Chief 

Director, Currency Communication 
and Compliance 

Director, Financial 

System and Funds Management 
Director, Currency Research 

and Development 

Director, Currency Operations 

and Business Support 


Louise Hyland 
Charles Spencer 


Richard Wall 


Executive and Legal Services 


Marcus L. Jewett General Counsel and 

Corporate Secretary* 
Director of Executive Services 
Special Assistant to the Governor 


Assistant General Counsel 


Colleen G. Leighton 
Lorna Thomas 
Robert Turnbull 


Communications 


Denis Schuthe 
Jean-Michel Catta 


Chief 
Deputy Chief 


Corporate Services 


Sheila Niven 
Janice Gabie 
Frances Boire-Carriére 


Chief* 

Deputy Chief 
Director, Human 
Resources Services 
Director, Information 
Technology Services 


John Otterspoor 


Financial Services 


Sheila Vokey Chief and Chief Accountant* 


Debt Administration Office 


Dale M. Fleck Chief 


Audit 


David Sullivan Chief Internal Auditor 


————————————— re 
Member of Executive Management Committee 
Also Chair of the Board of Directors of the Canadian Payments Association 
Temporary position 
On Executive Interchange to Government of Canada 
Visiting economist 
Also Deputy Chair of the Board of Directors of the Canadian Payments Association 
On Executive Interchange from Government of Canada 
ote: Positions as of 31 January 2005 
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FOR FURTHER INFORMATION 
ABOUT THE BANK OF CANADA 


PUBLICATIONS 

Monetary Policy Report and Updates 

A detailed summary of the Bank's policies and strategies, as well 
as a look at the current economic climate and its implications for 
inflation. Reports published in April and October; Updates pub- 
lished in January and July. Without charge. 


Business Outlook Survey 
Published quarterly. Without charge. 


Financial System Review 


Brings together the Bank's research, analyses, and judgments on 
various issues and developments concerning the financial system. 
Published semi-annually. Without charge. 


Bank of Canada Review 


A quarterly publication that contains economic commentary and 
feature articles. By subscription. 


Bank of Canada Banking and Financial Statistics 

A comprehensive package of Canadian data. Published monthly. 
By subscription. 

Weekly Financial Statistics 


A 20-page package of banking and money market statistics. 
By subscription. 


INTERNET 


www.bankofcanada.ca 


Provides timely access to press releases, speeches by the Governor, 


our major publications, and current financial data. 


PUBLIC INFORMATION 


For general information on the role and functions of the Bank, 
contact our Public Information Office. 

Telephone: 1-800-303-1282 

Fax: (613) 782-7713 


For information on unclaimed balances: 
Telephone: 1-888-891-6398 

Fax: (613) 782-7802 

Email: ucbalances@bankofcanada.ca 


For information about these and other publications, contact: 
Publications Distribution, 

234 Wellington Street, Ottawa, KIA 0G9 

Telephone: (613) 782-8248 

Email: publications@bankofcanada.ca 


BANK OF CANADA 
REGIONAL OFFICES 


Atlantic Provinces 
1583 Hollis Street, 5th Floor 
Halifax, Nova Scotia B3J 1V4 


David Amirault, Senior Regional Representative (Economics) 
Josée Nadeau, Senior Regional Representative (Currency) 


Quebec 
1501 McGill College Avenue, Suite 2030 
Montréal, Quebec H3A 3M8 


Thérése Lafléche, Senior Regional Representative (Economics) 
Pierre Laprise, Senior Regional Representative (Currency) 


Ontario 
150 King Street West, 20th Floor, Suite 2000 
Toronto, Ontario M5H 1J9 


Hung-Hay Lau, Senior Regional Representative (Economics) 


5990 Explorer Drive 
Mississauga, Ontario L4W 5G3 


Paul de Swart, Senior Regional Representative (Currency) 


Prairie Provinces, Nunavut, and 
Northwest Territories 

404 - 6th Avenue SW, Suite 200 
Calgary, Alberta T2P OR9 


Jean Mair, Senior Regional Representative (Economics) 
Ted Mieszkalski, Senior Regional Representative (Currency) 


British Columbia and Yukon 
200 Granville Street, Suite 2710 
Vancouver, British Columbia V6C 184 


Farid Novin, Senior Regional Representative (Economics) 
Lisa Elliott, Senior Regional Representative (Currency) 


New York Office 


Canadian Consulate General 
1251 Avenue of the Americas 
New York, NY 10020-1151 
USA 


Zahir Lalani, Consul and Senior Representative 
for the Bank of Canada 


Note: Positions as of 31 January 2005 
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